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Abstract

Thompson, Clinton R. M.A. in Political Science. The University of Memphis.
May 2013. Uncomfortable Convenience: The Future of the Dollar in the International
Monetary System. Major Professor: Dr. Matthias Kaelberer.

This research paper focuses on the future of the United States dollar as the
world’s main reserve currency. Since the end of World War II, the international monetary
system has undoubtedly been a dollar-based system, this despite the closing of the gold
window in 1971 and rising U.S. debt since then. This paper aims to answer the questions
of how reserve currency status gives a state power, why the dollar has remained the
anchor of the world’s monetary system, the threat to the dollar’s status posed by rising
U.S. debt, and possible alternatives to the dollar. A case study of the British pound is
conducted in order to more closely examine the privilege given to a reserve currency
issuer and how lessons from the rise and fall of the pound’s global status can be applied
to the U.S.’s situation. Special drawing rights, the euro, and the Chinese renminbi are
explored as possible future reserve currencies, with emphasis on the renminbi as the most
serious challenger to the dollar. Finally, this paper will look at how greater diversification
of global currency reserves may affect U.S. policymaking, and a 5-point prescription is
offered in conclusion
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Chapter 1
Introduction
Money is the oil in the engine of global commerce. It is money that provides
lubrication for transactions to be conducted smoothly. In economic terms, money is
essential because it provides liquidity to markets, meaning it can be quickly and easily
exchanged for goods and services. In the absence of money, societies have relied on
bartering system. But this is highly inefficient, as transactions in such an economy can
occur only when each party has something that the other wants. An agreed upon object
that can buy anything thus makes the process of exchange much easier. No longer do
people have to search for a willing trader. The magic of money lies in its universal
purchasing power, which makes it universally acceptable.
Throughout history, money has taken on various forms, including animal skins,
agricultural products, seashells, and precious metals. With the growth of capitalism in the
fifteenth and sixteenth centuries, money became the measure of all worth. Social status,
previously based on birthright under the system of feudalism, became largely based on
monetary wealth. Goods, services, space, labor, and even time were put into monetary
terms, and money thus acquired unprecedented social, political, and economic roles.
Money became its own industry, and commercial credit became widespread in the
seventeenth century, along with banks, joint stock companies, and insurance firms. States
gradually gained control over the supply of money through central banks, setting the cost
for borrowing money and managing inflation and exchange rates. Whatever its form, the
common denominator is that money has always been nothing more than a social contract.
Money only has value because society agrees that it has value. It is a leap of faith for us
to work our entire lives and base our entire world on mere pieces of paper. We trust that
2

this money will continue to be a medium of exchange, a store of value, and a unit of
account. Fragile though it may be, this foundation of trust is the only reason why money
serves its purpose.
Like an engine, the global economy is a machine comprised of continually
moving parts. Somewhere in the world there is always a market open. The languages,
goods, services, currencies, and regulations are different depending on the place, but the
one constant is the law of supply and demand. I want what you have, and we both benefit
when you continue to have what I want. Such is the universal language of commerce.
And in the modern global economy, business is largely borderless. It is likely that you
engage in international transactions on a daily basis, perhaps without even realizing it.
Individuals, corporations, and governments conduct business with one another around the
world, creating a web of commercial interdependency.
At the level of the international market, however, where the buyers and sellers are
of various nationalities, with various currencies, there must be simplification and
standardization. There are over 175 different currencies in the world. Converting
currencies costs time and money, perhaps the two most valuable commodities in the
marketplace. To make things easier, one currency can be used as an anchor for the entire
global market, providing necessary liquidity and functioning as an international medium
of exchange, a unit of account, and a store of value. This currency is referred to as a
reserve currency.
Since the mid-20th century, the U.S. dollar has been the world’s main reserve
currency. Dollars are thus held in large quantities by central banks to pay off international
debts and to influence the exchange rate of their own currency. Commodities on the
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international market are also priced in dollars, meaning that the U.S. can often buy those
commodities at a lower marginal price than other countries, who have to pay a
transaction cost for converting their currency to dollars in order to purchase commodities.
India, for example, does not buy oil with rupees. They instead convert their rupees to
dollars, which are then used to buy oil. Though the transaction cost is very small in most
cases, it creates constant demand for the dollar and thus allows the United States to
borrow at lower rates. No matter how bad the U.S. economy is doing, there is always
high demand for the dollar for at least the reason that one cannot buy goods and services
on the international market without it.
Very rarely is there more than one dominant reserve currency. The reasoning is
similar to the way in which Microsoft maintains their market share. Windows may not be
the best operating system, but it is cheaper and more efficient for everyone to use it
because documents can be shared across the world instead of having to deal with the
various formatting issues that would come up if everyone was using different operating
systems. The dollar is the Windows operating system of the world economy. It is much
easier for actors in the international marketplace to conduct transactions in dollars.
Economists refer to this as a market characterized by network externalities. With the
global economy as one big network, it is most efficient for everyone to conduct
transaction using a single currency, i.e., by using dollars. Historically, the cost of not
using a single currency to conduct international transactions has been too high to ignore,
thus creating the need for a reserve currency issuer. Holding a vast amount of reserve
currency is also protection against exchange rate fluctuations. If the rupee’s value against
the dollar plummets, India will have to pay much more for oil. But by using their dollar
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reserves to pay for oil, they can maintain the same level of purchasing power on the
international market.
Obviously, such an environment gives the United States enormous privilege in the
global economy. As issuer of the world’s main reserve currency, a country enjoys the
benefits that come with the huge market for their currency. The world needs the liquidity
that the dollar provides so the engine of global commerce will continue to operate
smoothly. With this near constant demand for the dollar, the U.S. has been able to borrow
at low rates and essentially force the rest of the world to finance its external debt. With
the largest, deepest financial markets in the world and with world liquidity reliant on the
U.S.’s deficit financing, consumption in America has been able to remain high even as its
debt levels have ballooned. The American empire has been paid for largely with
borrowed money, and that has only been possible because of the unique position of the
dollar.
Just as empires have come and gone, so too have reserve currencies. International
currencies in the past have included the Chinese Liang and Greek drachma, coined in the
fifth century B.C., the silver punch-marked coins of fourth century India, the Roman
denari, the Byzantine solidus and Islamic dinar of the Middle Ages, the Venetian ducato
of the Renaissance, the seventeenth century Dutch guilder, the British pound, and now
the dollar (Persaud, 2004). Global shifts in reserve currencies have clearly been
happening since the invention of money, but it is nonetheless a relatively rare occurrence.
Furthermore, the most recent shift, from the pound to the dollar, was unprecedented
because of the fact that reserve currencies have never before taken on the role as a store
of value for central banks’ and governments’ international reserves. This relatively new
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function of reserve currencies is an important one. Past currencies were used
internationally, but not as a form in which to hold liquid paper liabilities in connection
with the operation of the international monetary system (Eichengreen, 2005).
The relationship between reserve currency status and hegemony is quite
interesting, and is something that this paper will look at in detail. A reserve currency is
chosen by the international financial market because of its strength and stability, and the
issuing country can then expand spending and increase its global reach without having to
worry much about deficits, as their status as reserve currency issuer ensures that
confidence in their currency will remain high. As the empire expands, so too must the
spending to protect its interests. Thus, it maintains an ability and motive to continue
spending. Military budgets can be far ahead of the rest of the world, as is the case with
the U.S. military today. Highly advanced military weaponry is then used to defend the
empire, but the empire’s true strength is its ability to continue running high deficits year
after year. The international financial community implicitly allows this “exorbitant
privilege”, to use the words of former French finance minister Valéry Giscard d'Estaing
in describing America’s unfair advantage. Thus, in such a system, the world allows a
country (presently the U.S.) an incredible amount of power by maintaining confidence in
its currency. Governments, companies, and individuals critical of the United States are in
fact supporting the American empire every time they make a decision to park their money
in dollar-denominated assets.
In the world of finance, confidence is everything. And confidence can be a fickle
thing. When questions arise over a debtor’s ability to repay, huge sums of money can
now be moved at the click of a mouse. In a world of floating exchange rates and
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speculative attacks, such rumors can wreck an entire economy overnight, even if there is
no factual basis to the claims. The important question then, is how much debt is too
much? What is the level at which investors will lose confidence in a reserve currency?
The dollar has remained at the center of the international financial system for more than
sixty years because the depth and liquidity of U.S. financial markets has been unrivaled,
and the dollar is further backed by an entrenched, stable legal framework and political
environment. Investors all over the world remain confident in the dollar. This was
perhaps clearest during the global financial crisis that began in 2008. In a crisis that
originated in the U.S. and severely crippled American real estate and financial markets,
U.S. Treasuries were selling at record-low yields (Ross and Farchy, 2011). Despite the
gross irresponsibility made possible by the U.S. regulatory system, investors sought
shelter under the dollar.
But even though it appears that investors are presently comfortable with the
dollar, given that the U.S. public debt level is more than $16 trillion (and rising every
day), it’s hard to believe that investors will not soon begin to waver in their belief that the
United States of America is good for what it owes. When the solvency of any large
economy is in question, financial markets react harshly, as is seen now in response to
debt levels in places like Greece and Spain. But when the solvency of the United States is
in question – an economy that is larger than the next three economies combined, the
world’s largest manufacturer and trading nation, and the largest foreign direct investor
and foreign aid donor – global economic catastrophe becomes a real possibility. When
investors lose confidence in the dollar, as has already been seen to some extent when the

7

U.S.’s credit score was downgraded in 2011, the end of the American empire is most
certainly near.
Furthermore, the network externality effect that the U.S. has relied on for years to
maintain a dollar-centric monetary system seems to be weakening (Eichengreen, 2011;
Otero-Inglesias and Steinberg, 2013). Technology has lowered the cost of converting
currencies by making it more efficient. Trillions of dollars’ worth of currency trading is
conducted every day. High speed internet connections and the proliferation of smart
phones and mobile tablets have enabled people to buy and sell currencies at a moment’s
notice. Technology is making every currency much more liquid. It no longer requires as
much cost or effort to trade dollar-denominated assets for assets denominated in other
currencies. Thus, governments, corporations, and individuals can much more easily move
away from unattractive currencies and into those which offer better prospects for stability
and growth. Given the current state of the U.S. economy, this weakening of the network
externality effect does not bode well for the dollar’s future as the dominant reserve
currency. In the future, a multicurrency order may be more feasible (and less risky) than
the long-held hegemonic stability conceptualization of the international monetary system.
This paper examines the relationship between reserve currency status and state
power by looking at the rise and fall of the British pound in the 19th and 20th centuries,
the U.S. dollar as it rose to replace the British pound as the anchor of the global financial
system, and the uncertain future the dollar currently faces in the shadow of continually
rising U.S. debt. By studying the case of the British pound, historical lessons can be
drawn that remain very much applicable for the U.S. today and the potential powers of
tomorrow. A notable parallel studied in this paper is the pattern of economic development
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exhibited by Britain and the U.S. Both countries were the world’s industrial powerhouses
at the time of their ascent to hegemony. And in both cases, a devastating war crippled the
competition, leaving Britain (in 1815) and the U.S. (in 1945) as the dominant power. The
pound and the dollar then became the world’s main reserve currencies, and both countries
enjoyed the immense benefits that this status brought, including budget deficits that
allowed for the build-up of hegemonic militaries.
Just as the rise to power was similar, so too was the decline. The British and
American economies steadily went from industrial, wealth-producing economies to
wealth-consuming economies centered on financial services. Following this transition,
trade deficits and national debt levels increased, and other countries became the world’s
wealth-producing industrial powers. For Britain, this meant that the U.S. took over as the
world’s largest producer of goods and services. Gradually, investors sought an alternative
to the pound, and the dollar became the reserve currency of choice. So far the U.S. has
avoided repeating this part of the pound’s story. But unless America improves it balances
of payments position and decreases its debt, the international monetary system is likely
headed for another major shift.
The dollar being replaced as the major international reserve currency would have
huge effects on U.S. policymaking. Of course, for the dollar to be replaced there must be
a viable alternative. A big reason why the dollar continues to enjoy its status is simply
because there does not seem to be another country that is both capable and willing to take
on the role. For now the convenience of the dollar means that it will remain preeminent,
but rising alternatives such as the Chinese renminbi will put pressure on U.S.
policymakers to adopt a serious debt-reduction plan to satisfy investors’ confidence in the
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dollar’s ability to hold value. Ultimately, the goal of this paper is to assess the dollar’s
future place as the international monetary system’s main reserve currency and how a
change in that status may affect U.S. policymaking.
Two questions are important to answer going forward: First, can the U.S. do
anything at this point to shore up long-term confidence in the dollar? The debt levels are
overwhelming. Any serious plan to reduce the debt through tax increases and spending
cuts has thus far not made it through a Congress deeply divided along partisan fault lines,
and there does not appear to be much hope for cooperation in the near future. The babyboomer generation is retiring, putting additional pressure on the already-overstrained
entitlement programs of Medicare and Social Security. Cuts to the defense budget –
which is larger than the next twenty countries’ defense budgets combined – could provide
significant breathing room, but reaching an agreement in that area has proven to be
particularly difficult as powerful groups like the Aerospace Industries Association have
stepped up their lobbying (Herb, 2012). Hyperpartisanship in Washington has prevented
any tax increases, including proposals to close loopholes in the ridiculously-complicated
federal tax code that would not raise nominal rates. In fact, since 9/11, two enormously
expensive wars have been fought and a prescription drug plan costing a half-trillion
dollars has been enacted while tax rates have actually decreased. The bill for this kind of
outlandish spending will one day come due, and party ideology is currently winning the
battle against commonsense collaboration, making the future of the dollar look more and
more bleak. Though it is likely that the dollar will remain a major global currency for the
foreseeable future, it is also likely that the dollar’s reserve role will be diminished.
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The second question, then, is if the U.S. dollar’s reign as the world’s dominant
reserve currency is coming to an end, what will take its place? Three alternative options
will be examined in this paper: the International Monetary Fund’s special drawing rights
(SDRs), the euro, and the Chinese renminbi. All three face unique challenges, and until
those challenges are met, the dollar will continue to anchor the global financial system,
no matter how indebted the U.S. economy is. One of these alternatives, however, is in the
midst of deep reform that may enable it to play a greater role in the international
monetary system sooner than many economists expect.
Amidst all of the talk about U.S. budget deficits, debt, and credit ratings, it seems
that there is a lack of discussion on the long-term effects that these things have on the
dollar and U.S. hegemony. Most people understand at some level that debt is a bad thing,
but what are the real costs for America in the long-run should investors lose confidence
in the dollar? The argument in this paper is that reserve currency status gives a state
enormous power in the global economy. This power was enjoyed by the British from the
end of the Napoleonic Wars to World War II, and is currently in the hands of the U.S.
The future of the international monetary system’s main reserve currency, then, is
fundamentally a question of who holds power in the international monetary system.
This power is not just symbolic either. The ability to borrow at low rates and run
continual deficits without significant recourse allows the reserve currency issuer to direct
a large amount of resources towards foreign policy objectives, building up a dominant
military and using its economic and political leverage to gain advantageous trade deals. It
gives the issuer significant diplomatic influence over geopolitical events by threatening to
exclude countries from its financial markets and trade agreements if they do not conform
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to certain foreign policy positions. Likewise, the loss of reserve currency status severely
cuts into this power. The main privilege of issuing the world’s main reserve currency is in
the abnormal boundaries of spending. Historically, those boundaries have been exploited
to the breaking point, where upon a new power has risen to take the helm of the
international monetary system. This paper argues that a shift in the composition of global
reserve currencies away from such heavy reliance on the dollar is likely over the next
decade or so, and this shift could have major consequences for the future of U.S. power.
This paper will also discuss the role of military conflict in reserve currency shifts.
The transition away from a dollar-centric monetary system is unlikely to be catalyzed by
a major war, as was the case in previous reserve currency transitions. But can such a
transition occur without war? It will be argued here that in today’s international system,
military conflict is not necessary for such a major power shift because of the fact that the
markets are the main determinants of reserve currency status. The U.S. will use its vast
diplomatic and economic influence in an attempt to maintain a powerful position in a
more diversified monetary system, as Britain during and after World War II in its
negotiation of the sterling area. But resorting to military means to maintain dominance
would both be useless and destructive to the world economy. America’s standing in the
international system fifty years from now is not going to be the outcome of a major
military victory, but rather the fiscal choices made on Capitol Hill in the coming decade.
In terms of its theoretical perspective, this paper takes a combined market-based
and geopolitical approach to its analysis of the pound, the dollar, and possible future
reserve currencies. Reserve currency status comes down to three basic elements:
confidence, liquidity, and transnational networks (Cohen, 1971; Lim, 2006). As the
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analyses of Britain and the U.S. will show, these elements – and thus the choice of a
reserve currency – are primarily driven by market forces and private investors. However,
state policies must create the necessary conditions for the internationalization of their
currency. This can be seen in the case of Britain and the U.S., as well as the current
financial liberalization reforms that are underway in China.
The downside to a market-based approach is its inherent uncertainty. Predicting
the future value of the dollar and U.S. credibility is a highly complex process, and in the
end it is nothing more than a guess. As will be discussed, there is considerable
disagreement among scholars using a market-based approach as to the dollar’s future. But
this paper argues that rising U.S. debt, coupled with serious alternative currencies, do not
bode well for a continuation of the dollar-centric international monetary system that the
U.S. has enjoyed for so long.
Though market forces are the most important drivers in this study, the state
remains a primary actor. Politics and economics are globally connected today, with
institutions like the IMF and the UN playing increasingly important roles. Liberalism has
risen to account for these supranational organizations and offers crucial insight into state
compliance within international institutions. But the fundamental building block of
economics – money – remains state-issued. (Or regionally-issued, as in the case of the
EU, an experiment whose success remains to be seen.) Thus, while on the one hand we
live in a more globally interdependent economy, monetary policy is still largely
motivated by a state’s rational interests of power. This is particularly the case during
periods of economic downturn, when states tend to adopt protectionist trade measures
and competitive devaluations. To fully understand monetary policymaking, it is therefore
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important to study both the international monetary system as a global structure as well as
the power interests of reserve currency-issuing states.
It is true that in a world of interconnected markets, states exercise direct
jurisdiction only over the supply of their currency in circulation, and not demand. (Cohen,
1998). Market forces thus will often trump governments’ monetary authority, and this
paper concedes that, at the end of the day, it will be the markets that determine the fate of
the dollar. However, the overarching subject of this paper is the unique connection
between reserve currency status and state power. Undoubtedly, the dollar’s role as the
world’s main reserve currency has given the U.S. enormous state power. This does not
mean that the U.S. is able to ignore market forces, but its fiscal boundaries are much
wider than the norm. This translates into much larger military/security budgets and
foreign policy influence relative to the rest of the world. Likewise, a loss of dominant
reserve currency status will result in an erosion of this state power.
The future of the dollar is obviously a hot topic in political and financial circles
today. While far from ground-breaking, this paper seeks to add three main contributions
to the discussion. First, a strong emphasis is placed on the balance of payments position
as a source of monetary power, and how power in the international monetary system
translates to state power. A second contribution of this paper is in the method. There are
many quantitative studies, particularly in the field of economics, which offer useful
insight into the future of the dollar as the world’s main reserve currency. But the
literature does not contain many historical comparative works. Thus, this paper seeks to
fill that gap and add a certain richness to the conversation that a purely quantitative study
cannot. Finally, an important contribution that this paper makes is its focus on the
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Chinese renminbi as a future reserve currency. Many studies (particularly before the
recent financial crisis) argue that either the dollar will maintain its dominance or that the
euro will be the next major reserve currency. This paper refutes this by arguing that the
dollar will not maintain its current position, and the euro is unlikely to be the major
reserve currency. Instead, an argument is made here that the international monetary
system will diversify away from the dollar over the next ten to fifteen years, with the
Chinese renminbi coming to take a significant position as a reserve currency. The
proceeding pages provide important historical information from which to draw
comparisons between the pound, the dollar, and the possible alternatives. Based on those
comparisons, an image can be formulated as to what the future monetary system may
look like.
The next chapter will look at the rise and fall of the British pound as the world’s
main reserve currency. The main purpose of this is to examine the policy implications for
the British government, particularly after World War II when the pound lost much of its
status to the dollar. How did the loss of reserve currency status impact British defense
spending, foreign policy, and domestic social programs? How did Britain manage the
relative decline of the pound? Chapter 3 will focus on the dollar, and comparisons can be
made to the story of the pound. The dollar’s early 20th century rise and subsequent role in
the creation of the modern international financial system will be examined, as will its
uncertain future given rising debt levels. Chapter 4 will focus on possible alternatives to
the dollar, including Special Drawing Rights and the euro. Chapter 5 will concentrate
specifically on the Chinese renminbi and long-term strategic policies from Beijing being
enacted to create a climate more conducive to an international role for the renminbi.
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Chapter 6’s aim will be on policy implications for the U.S. government, including both
the costs and benefits of moving away from a dollar-dominated international financial
system. The paper will conclude by offering a prescription for U.S. policymakers.
The future of the dollar is a topic of the utmost importance in today’s global
economic discussions. Though predictions of the dollar’s end have been heard for
decades, it remains the most important currency in the world. But continuous U.S. budget
deficits have created a mountain of debt that cannot be ignored. Growing fears among
foreign investors that the dollar faces devaluation are rising. By examining a past reserve
currency’s rise and fall, the situation the dollar now faces, and an outlook on the future,
this paper seeks to better understand the role of reserve currencies in the international
monetary system, as well as to offer policy implications and what can be done by the
U.S. to limit the negative consequences of a diminished reserve currency role.
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Chapter 2
The British Pound
At its height after World War I, the British Empire covered about a quarter of the
world’s land surface, making it the largest empire in history. The English language,
cultural elements, legal systems, and of course a powerful military were used to expand
and defend the Empire with great effect. Britain led the Industrial Revolution and
maintained world dominance largely by harnessing new technologies such as the steam
ship, railroads, sewage systems, and the telegraph. Science and medicine progressed
rapidly as well. Anesthetics made surgery more feasible, and there developed a greater
understanding of medical hygiene’s role in preventing infectious diseases. Such advances
greatly increased Britain’s social and economic well-being. The East India Company was
a powerful vehicle for the Empire’s expansion into Asia, where trade networks were set
up for goods like opium, tea, silk, and spices. Finally, the Royal Navy ensured freedom of
the seas so that Britain’s economic hegemony could continue unabated.
Central to the British Empire’s power was its currency. As the Empire expanded,
so too did the influence of the pound. London’s emergence as the leading shipping center
and the largest organized market for commodities in the world, combined with huge
amounts of British foreign direct investment in the form of pound-denominated
securities, entrenched Her Majesty’s currency as the backbone of global finance. This
chapter will examine the pound’s history and the development of its role in the
international monetary system.
The Evolution of the Empire and its Money
In 1717, the United Kingdom began to define the pound’s value in terms of gold
when Sir Isaac Newton, then Master of the Mint, overvalued the currency in terms of
17

silver and switched over to gold, which was quickly rising in value compared to silver
(Bordo, 2008). This put the pound on a de facto gold standard, and it was made official in
1819 under the Act for the Resumption of Cash Payments. As other large economies
around the world gradually followed in adopting the gold standard throughout the 19th
century, exchange rates stabilized and international trade began to flourish. This boom in
trade served to further the international role of the pound, which became the lifeblood of
the increasingly interconnected global economy.
The explosion of credit following the introduction of new kinds of money –
including the Bank of England note, the private-bank note, the cheque, the inland bill of
exchange, and ever-more exotic pieces of paper such as lottery tickets – meant that
enterprise was no longer limited by the amount of coins that could be minted and
transported, but rather by how much credit banks were willing to give. One of the most
important functions banks served was to act as an intermediary for transporting the
immense but stagnant wealth of Britain’s agricultural areas into investments in mining,
infrastructure-building, iron works, and paper mills. The banks were all too eager to fill
this role; the number of banks nationwide went from a dozen in 1750 to almost four
hundred by 1793 (Wilsher, 1970). But with the pound backed by gold, the value of
outstanding loans could not get too much above the amount of gold in the vaults. The
credit boom eventually did give way to speculation that banks did not have enough gold
to cover their outstanding loans. A panic began in Newcastle in 1796. The Bank of
England soon saw its reserves dip from £13 million to £2.5 million, and further
speculative pressure forced Britain to suspend gold convertibility in 1797.
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Gradually, the pound regained strength and confidence, and the Napoleonic Wars
in the early 19th century served to cement Britain’s preeminent economic and political
position in the world. Britain had geography on its side as the French military left a trail
of destruction across the European continent. What arguably increased the relative
economic power of Britain the most was the damage inflicted upon the Netherlands, as
Amsterdam was London’s main economic rival at the time. Furthermore, Britain used its
advantageous position (economically and geographically) to become the largest creditor
and the largest supplier of the allied forces in the war against Napoleon (Strange, 1971).
Although the 1810 continental blockade did upset the British balance of payments, the
relative health of the British economy flourished in the midst of the twelve-year chaos
across the Channel.
Even after Napoleon’s defeat and eventual exile in 1815, peace did not come easy
to the European continent. The Congress of Vienna sought to establish a balance of
power in Europe by dividing territory and creating spheres of influence in which Britain,
Austria, France, and Russia would act as regional power-brokers. Although the Congress
was instrumental in preventing another continent-wide war for another century, some
have criticized the agenda for ignoring nationalist and liberal movements that were
beginning to come to the surface in many countries (Olson, 1991). Indeed, the next one
hundred years were witness to a resilient yearning for the liberal values of the American
and French revolutions that had since taken a backseat to the Congress of Vienna’s plan
to restore order. Revolutions subsequently occurred in France and Belgium in 1830,
which also sparked protests – though more peaceful – for political reform in Switzerland
the same year. 1848 brought more widespread revolutionary movements, spreading from
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France to Germany, Austria, Italy, central Europe, and even parts of South America. The
Greek War of Independence, the French invasion of Spain, the Austro-Prussian War, and
the Franco-Prussian War were just a few of the 19th century conflicts in Europe.
The common denominator in just about every European conflict during this
period was the absence of the British military. Union Jack was nowhere to be seen as
countless lives were lost in this brutal European century. London was untouched by the
fighting, which only served to increase international confidence in the pound. Investment
flowed into the world’s new financial center, largely because there was no other choice.
The European continent was in shambles and the new United States of America was
dealing with its own civil conflicts and financial difficulties. London became a magnet
for foreign investment. The pound was seen as a rare safe haven in a world of instability.
Britain became the world’s first and foremost modern, industrialized economy. The
repeal of the Corn Laws in 1846 was an important move towards free trade. With the
British market open to competition, and with the help of technological advances in
shipping and agricultural machinery, grain prices fell and food became more plentiful.
More efficient means of production allowed more than 28% of corn-growing land to be
converted for other uses (Ensor, 1936), and there followed an unprecedented urbanization
movement that would set the scene for massive economic growth and the expansion of
Pax Britannica.
Technological innovations in manufacturing combined with a huge population
inflow to turn London into the world’s first major industrial center. Textiles, metallurgy,
mining, chemicals, and machine tools were manufactured at unprecedented efficiency
thanks to the English-invented steam engine. A nation-wide infrastructure project was
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taken up. Systems of roads, railroads, and canals were developed so that people, finished
goods, and raw materials could be transported quickly and en masse. Companies from all
over the world sought to gain access to the British market and its rising consumer
demand. Colt (American), Siemens (German), North British Rubber (American), and
Ettlinger (French) were some of the earliest major sources of foreign direct investment
into Britain (Godley, 1999). The Great Exhibition of 1851, held in Hyde Park to celebrate
technological and design innovation, demonstrated Great Britain’s role as the world’s
undisputed industrial leader.
Britain became the “world’s workshop”, perhaps comparable to China today. Free
trade was the preferable means of imperialism, though it certainly helped to have a
dominant navy, which was buoyed by unmatched ship-building capabilities and financial
resources. British merchant ships could count on being protected by the Royal Navy. This
sense of security extended beyond British companies to give assurance to those hesitant
to buy into this new system of free trade. In the midst of political instability in Europe,
Her Majesty’s warships defending freedom of the seas was a welcome sight for those
looking to buy and sell on the open market.
During the latter part of the 19th century, industrialists were the dominant actors in
the British economy, but finance started to play a larger role as well. Intermediaries were
needed by individuals and companies to turn savings into investment, and thus having a
savvy and well-connected financier was crucial. Industrialization advances were made in
countries like the United States and Germany, and lower wages attracted manufacturers
away from Britain. As the century came to a close, Britain’s service sector (primarily
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financial services) was larger than its manufacturing sector. The world’s workshop came
to be primarily the world’s bank.
Between 1870 and 1914, global exports nearly doubled as a percentage of world
GDP, to approximately 8 percent (World Bank, 2004). Though having lost its
manufacturing advantage to the U.S. and Germany, Britain thrived in the new sector of
capital exports. As international trade expanded, so too did demand for the pound. 6090% of world trade was invoiced in British pounds during this time (Hongbin, Junwei,
and Kwok, 2010). The strength of the pound gave English investors immense purchasing
power, and offshore investments were further protected by the military and economic
power of the Empire. Investment projects for railways, ports, and telegraph/telephone
systems in the United States and Latin America were of particular importance to Britain’s
portfolio. In 1865, British investment in Latin America was at £81 million. By 1913, this
number had increased thirteen fold to more than £1.2 billion (Stone, 1968). Most of this
was in the form of government loans and investments in railroad and telegraph/telephone
projects.
Between 1886 and 1896, the pound reached its 19th century peak, enabling
ordinary people to buy more than had ever been previously available. One pound in 1896
bought six bottles of whisky, 30 gallons of fresh milk, a month’s rent for most shops and
houses, or 15 pairs of shoes. A ticket to America cost only 3.5 pounds (Wilsher, 1970).
The pound stood uncontested. Elsewhere, national confidence in money was shaky. U.S.
policymakers grappled with crippling deflation and were largely divided between poorer
farmers who opposed the gold standard because of its deflationary effects on crops, and
the Silverites, who advocated a bi-metal standard to be able to increase the money supply
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(Gevinson, 2012). The emerging Japanese did not even trust their own intermediaries for
their trade and governmental transactions, preferring instead to physically ship their gold
and currency to London (Wilsher, 1970).
Britain’s position as the world’s principal creditor and the largest capital exporter
meant that the pound was seen as the most easily convertible currency to gold. British
gold reserves did tend to be relatively low compared to its liabilities. But two important
factors negated this low ratio. First, the liquidity of British financial markets was
unrivaled. If more liquidity was needed, money would flood into London in response to
the slightest rise in British interest rates. Thus, a shortage of money was never a problem.
Secondly, there were no political or legal institutions more stable at the time than in
Britain. Holders of pounds were absolutely confident that convertibility to gold could be
“taken to the bank”, quite literally. Since no other currency in the world could offer this
kind of assurance, the pound reigned supreme. Britain’s extensive network of trade
relationships and the role of the pound in settling international debts and contracts meant
that the pound circulated universally. As businessman Walter Bagehot remarked in 1891,
“[t]he number of mercantile bills drawn upon London incalculably surpasses those drawn
on any other European city… A large deposit of foreign money in London is now
necessary for the business of the world” (Bagehot, 1891).
Though the pound was the world’s most important currency, few central banks
held large amounts of their foreign exchange reserves in pounds. Most official reserves
before 1913 were held in gold, as it was gold that was the primary medium for
intervention purposes. Furthermore, governments were mostly concerned about
maintaining their currency’s value in terms of gold rather than in pounds. However, it is
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nonetheless true that at the level of private international transactions, the pound was more
important than gold. From a practical standpoint, it was much easier to carry paper
currency than gold, and confidence in the pound’s convertibility was high. The pound’s
unique position in the international financial system clearly gave Britain enormous
power. Interest rates could be used with great effect to correct trade imbalances,
something that no other country could do. International capital flows and prices in
international trade were highly influenced by London’s interest rates – especially the
prices of primary sector commodities of less developed countries, of which most were
financed in pounds (Cohen, 1971). For example, if Britain’s balance of payments fell
deep into the red in response to cheap German textile imports, the Bank of England
would raise interest rates. Textile importers in Britain would then find financing to be
more scarce and would be forced to start liquidating their inventories, thus driving down
the price of domestically-manufactured textiles. This decline would more than likely be
greater than the price decrease of other, less-sensitive British exports, so the trade
imbalance would be rectified. It is precisely this kind of influence that the pound held
which was at the heart of the British Empire’s true power.
World Wars and the Empire’s Decline
By the turn of the century, the United States and Germany were growing faster
than Britain and were the two most competitive markets in the world. But despite the loss
of competitiveness in manufacturing, London remained the world’s financial center and a
large creditor. The outbreak of World War I did serve to stimulate certain manufacturing
areas. Scottish shipbuilding, for example, experienced a boom from the demand for
warships, both during the war and after, as approximately 30% of the pre-war merchant
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fleet of the entire world was destroyed (Neitzel, 2003). But most of Britain was not so
fortunate. The war left massive death and destruction across Europe. Nearly a million
British were killed, 7.9 million tons of shipping was lost, and the total war bill for the
Empire came to £7.5 billion, much of it owed to the United States (Commonwealth War
Graves Commission, 2009-2010; Self, 2006).
By 1922, New York had overtaken London as the world’s largest source of
international capital (Wilsher, 1970). While the U.S., France, and Germany enjoyed postwar prosperity during the “Roaring Twenties”, the decade was one of stagnation for
Britain. Public debt was at 140% of GDP and prices were more than double their pre-war
level (IMF, 2012a). British policymakers focused on fiscal and monetary tightening to
pay off its debts and restore the pound’s prestige. Tax rates were increased and deep
spending cuts were made via the “Geddes axe” austerity program, which eliminated £
109 million (equivalent to more than £ 5.4 billion today) in spending for defense,
education, healthcare, housing, pensions, and unemployment payments (Peden, 2000).
On the monetary side, the Bank of England raised interest rates to 7% in 1920,
which, coupled with the deflation at the time, resulted in extremely high real rates. The
gold standard, having been suspended at the beginning of the war, was put back in place
by Chancellor of the Exchequer Winston Churchill. The pound was re-valued at its prewar rate. But this was an out-of-date 10% overvaluation, as the rate had been unchanged
since the 18th century. While most European countries were devaluing their currency in
order to reestablish competitiveness, the pound’s artificial strength stifled exports from
being competitive, and an attempt to devaluate through lowering wages was met with
fierce opposition and protest. This combination of fiscal monetary tightness hampered
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economic growth for decades. In 1938, Britain’s real GDP was just barely higher than in
1918 (IMF, 2012a). With manufacturing hurt by an overvalued currency and the
supposed heart of the economy – financial services – being chipped away at by the
dollar’s ascendancy, the British economy was in turmoil. Unemployment skyrocketed,
citizens continued to suffer from the deep cuts in social spending, and confidence in the
pound was quickly in retreat.
The Great Depression began on Wall Street and quickly turned into a devastating
blow to the pound. During the 1920s and 1930s, the pound lost much of its dominance
and its reserve currency role came to be shared with the dollar and the franc
(Eichengreen, 2005). It has been argued that this lack of a global economic hegemon is at
least partially to blame for the Great Depression (Kindleberger, 1973). While Britain had
been knocked down by World War I, Washington was reluctant to take on a global
leadership position. An isolationist Congress and Commerce Department wielded enough
influence to keep the internationalists in banking and the State Department at bay
(Frieden, 1988). Some have also blamed the gold standard for the severity of the crash, as
it limited the ability of institutions like the Bank of England and the Federal Reserve to
expand the money supply in order to stimulate the world economy and bail out insolvent
banks (Eichengreen, 1996).
Speculative pressure and large capital outflows led to the end of the pound’s
convertibility to gold in 1931. By leaving the gold standard, Britain was now free to use
its monetary policy to lower its interest rates and print money in an attempt to stimulate
the economy. Over the next two years, countries around the world would leave the gold
standard, leading to a period of protectionism and limited international trade. With nearly
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a quarter of British workers unemployed in 1933, support for the free market was
politically unpopular. A number of countries committed to fixing their currencies to the
pound, including the British Empire countries (except for Canada, Newfoundland, and
Hong Kong), Ireland, Portugal, Egypt, Iraq, Thailand, the Scandinavian countries,
Estonia, Iran, and Latvia. This group of countries formed the sterling area, which served
to protect the external value of the pound. Agreements were made between the member
countries to fix their currencies to the pound and to hold their reserves in pounds. The
main benefit of joining the bloc was the assurance of a stable exchange rate, something
that had not been seen by most countries since the crash of 1929. Also, member countries
had access to the still-vast financial resources in London. But outside the sterling area,
the pound had lost virtually any role as an official international currency. Even its use in
private transactions had rapidly declined and most countries began to hold their reserves
in gold or dollars.
World War II exhausted Britain’s foreign exchange reserves, which were used
mostly to buy munitions, raw materials, and industrial equipment from America. The
Lend-Lease program provided some financial relief, but British exports continued to
decrease and currency reserves fell to their lowest point ever. While the war was less
costly for Britain than World War I in terms of human life, its international standing was
devastated. The 1944 Bretton Woods Conference effectively signaled a new international
financial order, with the dollar as its anchor. Although the Bretton Woods agreement
technically defined both the dollar and the pound as the world’s main reserve currencies,
the huge British balance of payments deficit gave serious cause for concern about the
pound’s stability. A deep devaluation of the pound seemed inevitable.
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The Post-war Pound
In 1949, the rumors came to fruition when the pound was devalued by 30%. But
even that was generous; the pound remained overvalued thanks to efforts by Her
Majesty’s Treasury to maintain the pound’s role as a reserve currency. This, in turn,
made exports less competitive and fueled further economic decline. In 1950, Britain
announced that it would be able to end its reliance on Marshall Plan aid, but this was
soon questioned as another balance of payments crisis hit following the collapse of the
post-Korean commodities boom and dwindling exports from overseas sterling area
countries (Strange, 1971).
The Suez Crisis in 1956 was a heavy blow to any lasting remnants of British
imperial power. The effects of post-war austerity on Britain’s military capabilities were
made clear by the confrontation. For example, though still processing a relatively
powerful navy, a shortage of landing craft proved to be a serious weakness for Britain
(Varble, 2003). Adding to the sense of national failure, Britain’s refusal to sign the
Treaty of Rome in 1957 meant that it was not included in the European Economic
Community (EEC). While the EEC went on to experience spectacular growth over the
next several years, Britain’s economy continued to falter.
A second devaluation of 14.3% was made in 1967 in an attempt to correct the
pound’s lack of competitiveness, but it was largely too little too late. This weakening of
the pound did more to raise inflation than its purpose of making British exports more
competitive (Armstrong, 2012). The 1967 devaluation also had the unintended effect of
igniting disagreement within the sterling area. By this time, the bloc had clearly become
driven by discriminatory policies against America and the dollar, but Washington
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supported the bloc as a way of rebuilding post-war European trade and strengthening an
important European geostrategic relationship. The United States knew full well the
discriminatory trade policies of the bloc but continued to provide financial support to
Britain via the Marshall Plan and, later, the NATO Mutual Aid Agreement (whose
interpretation of “defense” went so far as to pay for British wheat imports) (Strange,
1971). The war with the Soviet Union was the forest the U.S. now found itself in, and the
protectionist British attempt to save its currency, while annoying, was simply a single
tree not worth getting too distracted over. The Empire and her money were clearly losing
their place in the world.
Many of the sterling area countries refused to devalue their own currencies when
the pound was devalued in 1967, going against the bloc’s agreement. Diversification of
reserve holdings – a diplomatic way of insulting the pound – was seen as necessary by
many sterling area countries. Between March and September of 1968, pound holdings of
the sterling area countries were decreased by 15 percent (Cohen, 1971). Holdings of
dollars and gold shot up. In order to prevent a continued sell-off of pounds, Britain
negotiated agreements with the other sterling area countries in which the major
industrialized countries of the bloc provided Britain with $2 billion worth of stand-by
credit, Britain would maintain the pound’s value against the dollar, and each country in
the bloc agreed to keep a certain percentage of its total reserves in pounds (Cohen, 1971).
Increasing speculative pressure amid rising costs of the Vietnam War and high
levels of domestic spending forced the U.S. to devalue the dollar. The convertibility of
dollars to gold was canceled, effectively ending the 27 years of post-war exchange rate
stability provided by the Bretton Woods system. Ushered in was a system of often-
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volatile floating exchange rates. While this gave countries the ability to use monetary
policy to pursue goals such as price-stabilization and full employment, as well as
decreasing pressure on governments to prop up their currency in the face of speculative
attacks, it also introduced more uncertainty and unexpected changes in bank and
corporate balance sheets. In an attempt at deeper European integration, Britain applied to
join the EEC and allied with Germany, France, and Italy in 1972 to form a “managed
floating” exchange rate union. One of the EEC’s concerns about Britain was the large
pound holdings of the sterling area countries. The EEC – especially France – argued that
the holdings gave considerable leverage to the bloc members over the pound’s value and,
potentially, the other EEC currencies. Agreements were made to settle these debts, and
Britain officially became part of the EEC in 1973. From the perspective of the U.S.,
Britain’s entry into the EEC was supported as a way of strengthening the anti-communist
position in Europe as well as preventing Germany or France from becoming too
powerful.
War in the Middle East, the subsequent oil price shock in October of 1973, and
the stock market crash of 1973-1974 combined to send the international economy into a
deep recession. Britain was hit especially hard, with the London Stock Exchange’s FT 30
Index losing 73% of its value (Dampier, 2003). The pound, unable to withstand market
pressures, was embarrassingly forced out of the European exchange rate union after only
6 weeks. In 1974, Britain’s GDP contracted by 1.1% and inflation hit 25% in 1975
(Davis, 2003).
By 1976, the pound had fallen to below $2 for the first time. The British
government was humbly forced to approach the International Monetary Fund in an
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attempt to artificially shore up the currency. This strategy did seem to work for a while.
The value of the pound was further bolstered by the arrival of Margaret Thatcher’s
austerity-preaching government. Interest rates rose and inflation fell in response to
monetarist policies. Recession in the early 1980s, however, eroded the pound’s strength
and by 1985 its value stood at a record-low $1.03. Privatization efforts under Thatcher
did succeed in drastically improving Britain’s manufacturing base, which was buoyed by
the weak pound. Chancellor of the Exchequer Nigel Lawson’s policies got away from the
monetarism of the early 1980s and focused on tax cuts and stabilizing the pound. An
exchange rate target of 3 deutsche marks to the pound was set. While the tax cuts,
beginning in 1986, created an economic boom which halved the unemployment rate,
inflation rose by 5% in 1988 (Duncan, 2008). Interest rates doubled in an effort to contain
rising prices, but with the rest of Europe experiencing a period of slow growth, investors
responded to the higher rate of return by flooding the British market with capital and
inflation once against took off.
The pound was taken off of its target-rate with the deutsche mark and once again
allowed to float freely. Market forces wasted no time in stripping the pound of its value.
The concurrent bursting of the British real estate market and collapse in consumer
spending sent Britain into its deepest recession since the Great Depression. Joining the
European Exchange Rate Mechanism (ERM) was seen by the Exchequer as an effective
means at gaining much-needed exchange rate stability. Britain struggled to keep up with
the ERM’s strict minimum requirement of 2.778 Deutsche marks to the pound, and the
strategy was seen by some investors as a façade to cover the pound’s underlying
weakness. British interest rates were raised and billions of pounds were spend to prop up
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the pound. Despite massive government intervention, the pound was unable to stay above
the ERM’s minimum requirement. In the face of continuous selling of pounds on the
foreign exchange market as speculators, led by George Soros, called Britain’s bluff and
the pound was forced to withdraw from the ERM and undergo devaluation.
The Pound Today
Since leaving the ERM in 1992, the pound has been allowed to float freely,
though the Exchequer has set an inflation target based on the Retail Price Index
(excluding mortgage interest payments). To date, it has succeeded in keeping inflation
below 4.5 percent, with an average inflation rate of 2.13 percent (Rateinflation.com). The
pound remains the third most held reserve currency, after the dollar and the euro. London
remains one of the most important financial centers in the world, helped by the passage in
Washington of Regulation Q and the Interest Equalization Tax, two measures that
encouraged investors to hold large amounts of dollars offshore. Furthermore, London has
a great deal of legal, accounting, and fund-management expertise.
The biggest threat to the city’s status as a financial hub is political. An aboveaverage tax on bankers’ bonuses – a populist response to public anger in the wake of the
financial crisis that began in 2007 – has some predicting a flight of financiers out of
London and to places like New York, Singapore, and Shanghai (Economist, 2009). At the
same time though, the eurozone crisis has investors seeking safe havens in the dollar and
the pound. Since July 2011, the pound has gained 11% against the euro, this despite the
poor performance of the British economy, most notably in manufacturing (Economist,
2012a). This capital inflow could intensify, especially from France as the new Socialist
President and Parliament attempt to raise the tax rate on the highest earners to 75%. The
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Bank of England is understandably anxious over the stubborn inflation rate and is
reluctant to intervene in the foreign exchange market and put the brakes on a rising
pound. Though exports are hurt by a stronger pound, policymakers may be banking on
stronger British purchasing power to speed up the recovery and restore Britain’s
economic strength.
Summary
The pound has enjoyed abundant highs and pitiful lows throughout its 1,200-year
history, rising from a convenient unit of account among the early Anglo-Saxons to an
iconic symbol of the most vast empire in world history. Several factors led to the rise of
the pound as the world’s primary reserve currency. First, there was no other currency
with more credibly gold-convertibility than the pound. This was vital in a period where
gold, in the end, was the most important reserve “currency”. The pound was simply a
middleman for gold, but such a role was nonetheless important and incredibly lucrative
for the British government. Second, Britain was the world’s largest creditor and the
largest exporter of capital. This meant that London could draw in more money by simply
raising interest rates, as it effectively had a monopoly over the world’s credit. Even
though the ratio of British gold reserves to its pound liabilities was relatively low,
confidence remained high in the pound because of Britain’s dominant position in world
trade. Credit made the world go around, and the world’s credit lines ran through the
banks of London. Finally, the stability of British political and legal institutions was
unmatched. This served to reinforce confidence in Britain’s promise to meet its liabilities,
thus furthering the belief that the pound and British financial institutions were safe places
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to invest. London financial markets were the deepest and most liquid markets in the
world, and the pound was the anchor of the global financial system.
Gradually, Britain lost its manufacturing base and shifted towards an economy
reliant on financial services. It is during this period – beginning in the 1870s – when the
British Empire’s began to decline. It would expand territorially until reaching a height in
1922, but when it began to lose its manufacturing edge and consistent current account
surpluses in the 1870s, the foundation of its power started to crack. From 1876 to 1900,
Britain’s average annual balance of trade was a deficit of £26.8 million. In the period
from 1896 to 1900 alone, the average was a deficit of £59.78 million. It only got worse
from 1901 to 1905, when the average was a deficit of £66.3 million (Imlah, 1952). The
Boer Wars in South Africa accounted for a large portion of spending during this period,
and profits from manufacturing and exports were thin. The debt burden in Britain steadily
increased, and World War I would prove to be a huge blow to the pound’s international
position. Heavily indebted after the war, confidence in Britain’s financial position began
to wane. London’s response – simultaneous fiscal and monetary tightening – resulted in
dreadful economic performance while the rest of Europe grew. Exporters suffered
because of the overvalued pound, and Britain’s trade deficits and debt continued to rise as
a result. The United States’ emergence from World War I as the largest creditor and the
increasing international role of the dollar were signs of a shift in global power. New York
was challenging London as the world’s main financial center. British attempts to save the
pound were seen by foreign investors as a refusal to accept the fact that the Empire was
diminishing. The pound was clearly overvalued and its gold-convertibility came into
question.
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The Great Depression and World War II served to further suck the life out of the
pound’s prestige. A heavy debt load made continual devaluations of the pound inevitable,
and confidence in its reserve role was lost. Bretton Woods officially established the dollar
as the anchor of the international financial system. Britain was forced to implement
austerity measures, which meant decolonization, military cuts, and heavy reliance on the
United States via the Marshall Plan. While the rest of Western Europe experienced
economic growth within the framework of the European Economic Community, Britain
struggled with questions regarding its national identity. Though gradual European
cooperation took place beginning in the 1970s, inflation and unemployment remained
stubborn problems. The Thatcher government’s monetarist policies succeeded in reigning
in inflation and unemployment, but speculative pressure on the pound continued to play a
significant role, culminating in the massive 1992 short-sell of the pound that would force
policymakers to adopt a managed floating exchange rate, which it has maintained ever
since.
What is interesting about the decline of the British Empire is that it did not come
about through military defeat, as has been the case for other empires in world history.
Britain was on the winning side in most of the wars it fought, including the Boxer
Rebellion, the Boer Wars, and both World Wars. The key was the deterioration of
Britain’s financial position. Recall that the pound was the world’s main reserve currency
for three primary reasons: 1) its credible gold-convertibility; 2) Britain’s position as the
world’s largest creditor and capital exporter, meaning London’s financial markets were
virtually limitless and uncontested in their liquidity; and 3) the stability of British
political and legal institutions. These three advantages were lost not because of military
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defeat, but because of increasing debt brought on by continual balance of payments
deficits (at times from costly wars) which forced numerous devaluations of the pound.
One of the important roles of an international reserve currency is acting as a store of
value, and when a consistent value of the pound could no longer be counted on and
alternative currency in the form of the dollar started to seem more attractive, the pound
lost all of the three advantages. Granted, London is still a vital financial center and
British political and legal institutions remain widely-respected, but the loss in confidence
of the pound’s ability to retain value destroyed its status as the world’s main reserve
currency.
Also evident in this historical case study is the way in which Britain was able to
maintain a strong degree of diplomatic influence, even as the pound declined in
international importance. This was a major achievement for the British government and
showed wise foresight. But why did these member countries decide to peg their
currencies to the pound, and not the dollar? A major reason is that these countries were
simply more familiar and comfortable with Britain. All of the sterling area countries had
strong historical and/or trade links with Britain (Mushin, 2012). Secondly, Britain offered
attractive incentives for countries to join. By agreeing to hold their reserves in pounds,
countries were granted preferential access to the British capital market, which was still
among the world’s largest. Finally, countries were able to pool their dollars, which were
frequently scarce. By doing so, those countries running surpluses were able to finance the
deficits of the other members.
Britain’s move to position itself as the banker of this currency bloc extended the
international role of the pound beyond what market forces would have dictated. Even so,
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the pressure on the pound eventually proved to be too great. Britain’s influence gradually
eroded during the 1950s as members increasingly looked elsewhere for export markets,
the London capital market dried up, and Britain struggled with its balance of payments
problem. The 1967 devaluation was inevitable, as was the ensuing collapse of the sterling
area. The experience of the sterling area shows that, although Britain was able to use its
historical and economic ties to successfully negotiate an extension of the pound’s reserve
role, it was ultimately just an extension. High debt levels and low growth led to a forced
devaluation of the pound, and sterling area members lost confidence in the pound’s
ability to hold value. Once that confidence was lost, the foundation crumbled.
Today the pound makes up only around 4% of global currency reserves. Though
still one of the world’s largest economies with a highly-advanced military, Britain is
certainly not the world power it once was. The loss of its manufacturing dominance in the
1870s led to the loss of its positive balance of payments position, which then led to
increasing debt and pound devaluations. This brought an end to its reserve currency
status, which led to the loss of its global power. No longer can Britain run continual
deficits like it once could, borrow at the rates it once could, or use its monetary policy to
influence world affairs like it once could. Since World War II, the United States has
enjoyed these benefits as the global financial leader. The dollar has reigned supreme,
despite the breakdown of Bretton Woods and numerous financial crises. It now becomes
important to ask how the dollar’s evolution was similar and different from the rise of the
pound. What lessons can the dollar draw from the pound’s experience? What does the
future hold? These questions, historically interesting and highly important for the global
economy today, are the focus of the next chapter.
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Chapter 3
The U.S. Dollar
The international monetary system since 1945 has undoubtedly been a dollar
system. The United States emerged from the two World Wars as the principle creditor,
with a powerful military and an economy on the cusp of booming growth. Much like
Great Britain nearly 150 years before in the Napoleonic Wars, geography would shelter
mainland America from conflict and allow Washington to finance much of the fighting
abroad, coming away with an advantageous balance of payments position and
infrastructure untouched by the bombs that had devastated Europe. And like Britain
following the Napoleonic Wars, America would use this financial position to attract
global confidence in the dollar, which would – over the next half century – allow for the
buildup of the largest economy and most powerful military in world history.
The international role of the dollar has withstood periods of prosperity and crisis.
The collapse of the Bretton Woods system in 1971, the 1973-1974 recession, high
inflation in the late 1970s, the rise of alternative powers such as Japan, the European
Union, and China, and the financial crisis that began in 2007 have called into question the
future of the dollar. And yet, the dollar remains the cornerstone of global finance.
Consistent long-term U.S. economic growth, the unrivaled depth and liquidity of U.S.
financial markets, and the stability of American political and legal institutions have
instilled strong confidence in the dollar’s ability to weather storms and bounce back. As
mentioned previously, interest rates on U.S. Treasury bonds remained low compared to
the rest of the world throughout the financial crisis that began in 2008 – this despite the
fact that the crisis was brought on by irresponsible practices of U.S. banks. Clearly,
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though there is much talk about the dollar’s future international role diminishing,
investors still see the dollar as a safe harbor during periods of stormy seas.
However, one must remember that not long ago the same was being said about the
pound. The depth and liquidity of British financial markets was unrivaled. Britain’s
political and legal institutions were the most stable in the world. London became the
world’s financial center because of Britain’s leadership in the Industrial Revolution, its
competitive edge in manufacturing, and the security provided by a dominant Royal Navy.
Eventually, though, London came to find itself as the world’s financial center simply
because there was no alternative. It was no longer a symbol of Britain’s economic
strength and dynamism. It was, simply, convenient and necessary to do financial business
in London. The pound was the dominant global reserve currency despite increasing
amounts of debt and a loss of manufacturing prowess to other rising powers. Financial
services propped up the economy, a fragile foundation that could not withstand continual
deficits and depreciation of the pound. The key in the movement away from the pound as
an international currency was the availability of a serious alternative. Two World Wars
and the Great Depression would not have eroded the pound’s international role had it not
been for the emergence of the dollar as an alternative reserve currency.
Today, the international monetary system faces similar circumstances. The United
States dollar, and New York as a financial center, remain dominant not as much because
of the underlying economic reasons which gave rise to American might, but simply
because there is not a serious alternative to take on the role of primary reserve currency.
A loss of manufacturing, persistent current account deficits, and legitimate concerns
about the dollar’s long-term value put the U.S. in a very similar position to that of Britain
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in the late 20th century. The dollar continues to enjoy its status as the world’s main
reserve currency, but if these economic issues cannot be resolved soon, history shows
that another currency will rise up to challenge the status quo. How much time might the
U.S. have to fix its problems? What may be the next major global currency?
A Short History of the Dollar
The earliest attempts to establish the dollar as the common currency of the United
States occurred in the early 1790s, under the leadership of Treasury Secretary Alexander
Hamilton. Up until that point, the monetary system had been one of barter/trade (for
example, with animal skins, tools, weapons, and food). The Spanish dollar emerged as
legal tender, which had functioned as the world’s main reserve currency during the 17th
and 18th centuries before the pound. Spain’s naval superiority and the success of the
conquistadors during this time meant that Spanish money was widely circulated in the
Americas, Europe, and Asia. Lucrative trade with the West Indies brought large amounts
of Spanish dollars into the economy that would eventually become the United States
(Rothbard, 2002). The Revolutionary War against the British highlighted the inadequacy
of the country’s monetary system. Congress issued $240 million (in today’s dollars) of
“Continentals”, money that would be redeemable for gold and silver after the war. The
states, when in need of more money, simply printed their own Continentals, driving up
inflation. The British recognized the shaky new monetary system as a strategic
opportunity and quickly went to work printing counterfeit bills. By war’s end the
Continentals were worth less than 1/100th of their original value, and paper money would
not be issued again for another 80 years (Skousen, 1985).
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The Coinage Act of 1792 succeeded in establishing the dollar – in the form of
silver coins – as the single unit of account and exchange across the entire country. The
bill was met with fierce opposition by many in the House of Representatives, including
James Madison, who complained about the cost of production and the monarchical
feature of having the president’s face on one side of the coins. (Madison, 1792.) Despite
this opposition, the bill passed. (Although the concession was given to replace the
president‘s image with the inscription “Liberty”.)The First Bank of the United States was
chartered in 1791 and modeled after the Bank of England. A peculiar feature of this first
U.S. central bank was that it did not have a monopoly over money supply. Twenty
percent of the nation’s money was coined by the First Bank of the U.S., while the
remaining 80% was coined by the states. Many prominent figures, including Thomas
Jefferson, railed against the bank as an engine for speculation, financial manipulation,
and corruption (Hitchens, 2005). The bank’s charter expired in 1801 and was not
renewed by Congress.
The Second Bank of the United States was also a failure, mostly because its
design was so similar to the First Bank. President Madison realized the need for a central
bank to control rising inflation brought on by the War of 1812, but Andrew Jackson
would later shut down the bank for much the same reasons why the first central bank
failed – rampant corruption and harmful speculation. From 1837 to 1862, there existed no
central national bank, with coins and bank notes being issued only by state banks.
Regulations varied from state to state, as did the money. Bank notes backed by highly
risky securities were issued, and as a result about half of the banks became insolvent.
Confidence in these “wildcat banks” was lackluster and, combined with the crop failures

41

in 1835 and 1837, America experienced the longest and most severe economic crisis in
its short history. Banks began to accept payment only in gold or silver instead of the
questionable state bank notes, sparking an immense deflationary effect with at least $145
million in notes outstanding being declared worthless (Nussbaum, 1957).
As a result of the California gold rush in 1848, the production of gold rose from
$889,000 in 1847 to $10 million in 1848 and over $40 million in 1849 (Nussbaum, 1957).
In response to the rise in gold supply, Congress introduced gold back into circulation in
1849, relieving pressure on the scarce silver pieces. By 1856, gold coinage had increased
by more than 800%. This increase in gold supply served to encourage over-speculation
among U.S. investors, most notably in railroad securities and land. When a major Ohio
insurance company with vast mortgage holdings went bankrupt in 1857, the veil was
raised on the true financial state of the railroad industry and real estate market. The
bubble burst and prices for these securities fell sharply. Mortgage foreclosures abounded,
crop prices decreased, and banks were overrun with withdrawals and demand for gold
and silver. Many banks were forced to suspend gold and silver convertibility.
The Panic of 1857 made clear the need for reform of the nation’s monetary
system. Shortly after the start of the Civil War in 1861, speculative pressure once again
forced U.S. banks to suspend convertibility, and bank notes began to depreciate quickly.
Congress responded with two pieces of legislation that would forever change the nation’s
money. The first was the Legal Tender Act of 1862, which required paper money to be
issued and backed by the full faith and credit of the government. This allowed money to
be issued for the financing of the war without having to raise taxes. The second crucial
act taken by Congress was the passage of the National Banking Acts (1863 and 1864).
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These two laws created a unified national banking system and argued for a common
currency backed by bank holdings of U.S. Treasury securities. State banks were no longer
allowed to issue money, and they were forced to either adopt tougher new federal
regulations or shut down.
By the end of the war, nearly $443 million of these new dollars were in
circulation (Nussbaum, 1957). Monetary creation en masse had served to devalue the
dollar severely, but many farmers were reluctant to restore the dollar’s value for fear that
crop prices would drop and their debt burden would increase. On the other side, mostly
Republicans, the thinking was that the dollar needed to be reestablished as a strong
currency. A Republican-controlled congress passed the Resumption Act (1875), which
reduced the amount of dollars in circulation and guaranteed the dollar’s convertibility to
gold. Thus, a de facto gold standard was established. It is around this time, beginning in
1876, when the balance of payments position became positive after years of deficits.
Chiefly through agricultural exports, but also due to a steady rise in industrial
capabilities, trade surpluses began being posted regularly. What had expected to be a rush
for gold with the passage of the Resumption Act turned out to be just the opposite: there
was a rush for Treasury bills. By the end of 1878, it was clear that there was more
demand for dollars than there was for gold. The dollar had finally gained confidence,
both at home and abroad.
In 1878, Congress had passed the Bland-Allison Act, which provided for the
government purchasing of silver, in effect creating a bi-metallic standard of gold and
silver. Large silver deposit discoveries in the next few years created yet another political
controversy over the nation’s money. The discoveries had decreased the value of silver
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tremendously. Much like after the Civil War, most farmers preferred to keep the bimetallic standard, as cheaper silver would inflate the dollar, simultaneously raising crop
prices and reducing their debt burden. On the other side, banking and commercial
interests (who were owed a lot of money by the farmers) wanted the dollar to retain its
value by dropping silver and going back to the establishment of a gold standard. This
argument would persist as one of the primary national issues throughout the late 19th
century.
During the 1870s and 1880s, the U.S. economy grew at the fastest rate in its
history (Kirkland, 1961). Industrial technology caught up with Britain, and innovations
such as the telephone, the skyscraper, the refrigerated boxcar, metallurgy, electric light
bulbs, and the typewriter transformed society’s productivity and capacity to consume.
Geography proved to be an invaluable blessing to the developing United States. The
vastness of the nation was made smaller with the expansion of railroads. Coal was
discovered in the Appalachians, iron mines were discovered in the Midwest, and steel
mills were opened to bring the two together. Oil was struck in enormous quantities. The
climate provided for long growing seasons and rich, abundant farm land. Two vast
oceans on either side insulated it from conflicts in Europe and Asia. The Greater
Mississippi Basin and the Intracoastal Waterway provided more navigable rivers than in
the rest of the world combined (Mauldin, 2011). The U.S. was the world’s largest
industrial power by 1900. Per capita income was double that of Germany and France, and
50% higher than in Britain (Kennedy, 1987).
It is during this time when the U.S. dollar began to take on a more international
role. Though there was frustration abroad with the inability of U.S. policymakers to
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decide on a metallic standard, the dollar was nonetheless respected as an important and
stable currency. In 1870 Switzerland temporarily made the dollar legal tender, and
Canada and Mexico followed suit the next year. Washington began to take the lead in
international monetary conferences, such as the 1878 conference in Paris and again in
Brussels 1882. The reluctance of countries like Britain and the German Empire to decline
the U.S.’s invitation to such conferences was emblematic of the great power status that
America and the dollar had achieved in its short history.
Gradually, the “Silverites” advocating a bimetal standard lost out to banking and
commercial interests, and in 1900 gold was established as the only metal standard for
which dollars could be redeemed. The dollar was set at $20.67 per ounce of gold. More
than anything, resolving the gold/silver question served to augment confidence in the
dollar. U.S. banks began to get more involved in international lending activities, with one
of the earliest major projects being the financing of the Panama Canal in 1903. London
was still the unquestionable world financial center, but New York was quickly becoming
a serious player.
The success of the U.S. economy was brought to a screeching halt in 1907, when
speculation and subsequent bank runs once again forced banks to the edge of insolvency.
America’s favorable balance of payments position alleviated the crisis, but it was clear to
policymakers that deeper coordination of the nation’s banks was needed. By 1912 a plan
had been drawn up to create twelve large regional banks and a central federal bank in
Washington. The Federal Reserve Act (1913) authorized these banks to manage the
nation’s money supply and pursue policies of stable prices and full employment. As the
lender of last resort, the Fed was supposed to shore up confidence in the banking system
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and prevent further panics. For the first time since 1836, the United States had a central
bank.
The U.S. remained neutral during the first years of World War I and was able to
maintain its gold standard, aside from a temporary suspension at the outbreak of the war
when a panic developed in Europe and a large amount of American bonds were sold in
exchange for gold. By maintaining the gold standard while Great Britain had suspended
it, the Woodrow Wilson administration took a paramount step towards restoring U.S.
financial credibility and shifting the balance of power in international monetary system
(Cassis, 2012). American exports to Europe rose so rapidly during the war that the U.S.
went from being a net debtor before the war to one of the world’s biggest creditors by
1917 (Nussbaum, 1957). The American entry into the war further bolstered the U.S.
balance of payments position. Demand for the dollar increased, and postwar consumption
took advantage of the dollar’s strength. The 1920s was a time of national and global
expansion for American businesses. The relative power of the United States increased
tremendously as Europe struggled to rebuild and the British economy remained hampered
by high unemployment and interest rates.
Though many economic historians point to World War II and the creation of the
Bretton Woods system as the period when the dollar overtook the pound as the world’s
main reserve currency, recent research has suggested otherwise. Chitu, Eichengreen, and
Mehl (2012) have found evidence in the international debt market records to indicate that
the pound lost its leadership to the dollar during the 1920s. Post-World War I economic
stagnation in Britain led to the dollar achieving status as a currency of denomination for
international bonds in the 1920s, and that the dollar overtook the pound as early as 1929.
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Furthermore, the dollar overtook the pound as the leading form of international trade
credit in the mid-1920s, an incredible achievement given that dollar-denominated
securities had been relatively unknown before World War I (Eichengreen, 2010). Along
with friendly market forces, the new Federal Reserve System succeeded immensely in
pursuing policies aimed at transforming New York into an international financial center.
The crash of 1929 saw thousands of bank failures and suspension of payments.
The gold standard was abandoned by every major currency as demand for currency
conversion overwhelmed gold supplies. The Bank of England was the first to do so in
1931, followed by Japan and several European countries. U.S. President Franklin
Roosevelt initially remained committed to gold, but he supported a depreciation of the
dollar as a way of driving up crop prices and improving business activity and
employment numbers. As the dollar declined in value against other major currencies,
several European countries complained about Washington’s manipulation of the dollar to
give American exports an unfair advantage. This was a major issue discussed at the
World Economic and Monetary Conference in June of 1933. The dollar’s slide did
eventually come to a halt the next month, but that was mostly due to the exchange rate
constrains placed on it by the gold standard. Roosevelt then directed the Treasury
Department to buy more gold so the dollar had room to depreciate further. Though this
strategy worked for a short time, Roosevelt realized that the gold standard was getting in
the way of an independent U.S. monetary policy. Agricultural economist and White
House advisor George Warren convinced the president that the Federal Reserve would be
much more effective in its mandate without the gold standard (Goldstein and
Kestenbaum, 2011).
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The Gold Reserve Act (1934) nationalized all gold in the U.S. and served to
devalue the dollar by more than 40% (Nussbaum, 1957). Gold coins were taken out of
circulation, and paper money was no longer convertible to gold. This created a unique
system in which the dollar was technically worth $35 per ounce of gold, but U.S. citizens
were not allowed to redeem their money for gold. The only purpose served by
maintaining this semblance of the gold standard was to ensure the gold value of the dollar
for transactions with foreign central banks. Thus, the Gold Reserve Act assured that
confidence in the dollar’s value and convertibility was maintained abroad while
simultaneously expanding the domestic money supply, driving up crop prices and easing
credit access for businesses.
Though the Great Depression was one of the largest economic downturns in U.S.
history, the dollar remained attractive. Fears of further dollar depreciation were
disproven. With the rise of fascism in Germany and the British economy still struggling
with high unemployment, inflation, and a deeply negative balance of payments position,
European capitalists looked towards New York. Gold exports from the U.S. had been
$446 million higher than gold imports in 1932, but by 1939 a surplus of gold imports had
reached more than $3.5 billion (Nussbaum, 1957). The United States was the world’s
financial safe haven by the time Germany invaded Poland and shortly dragged every
major European power into war.
Just as Britain had done during the Napoleonic Wars, the United States initially
stayed out of the conflict and used its advantageous geography for financial gain.
American gold reserves grew by their sharpest increase ever in 1939 and 1940. Even
during U.S. involvement in the war, from 1941 to 1945, capital flight never occurred.
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War demand spurred the production of arms, airplanes, heavy machinery, and tools, with
much of it going to Allied nations under Lend-Lease. By war’s end the U.S. was owed
billions of dollars from various loans, and the post-war Marshall Plan served to further
entrench American financial and political influence in European reconstruction. The U.S.
economy experienced a period of unprecedented growth and prosperity following the
war. Billions of dollars in war bonds matured, spurring consumption and business
expansion. The effects of the Great Depression were shrugged off by a new generation,
confident about America’s place in the world and with a fresh sense of optimism for the
future.
The architects of the Bretton Woods system in 1944 decided that a central
government was needed to issue a currency that would be used across the world as a
vehicle for investment, trade, and payments. Britain’s financial position no longer made
the pound attractive as a reserve currency, so with the dollar tied to gold at a fixed price
and a commitment from Washington of gold convertibility, the dollar became the new
standard. The dollar’s hegemonic role provided enormous privilege for the U.S.
government, but it also created pressure to keep the dollar’s value at $35 per ounce of
gold. Robert Triffin argued in 1960 that in a system where the dollar was the central
reserve currency, international liquidity could only be expanded when the U.S. provided
the world with more dollars by running a balance of payments deficit. But the more it did
so, the more it risked undermining confidence in the dollar’s convertibility to gold
(Helleiner, 2011).
The U.S. did continue to print more and more dollars, which provided both
international liquidity and financing for things like the Vietnam War and the Great
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Society program. But the burgeoning secret, as Triffin had warned, was that there were
more dollars than the U.S. had gold. And because the dollar’s value was fixed to gold, the
U.S. could not devalue the dollar to increase their export competitiveness and inflate
away debt. Finally, under immense speculative pressure, President Nixon closed the gold
window in 1971, effectively ending the Bretton Woods system and the making the dollar
a fiat currency.
Despite no longer being backed by gold, the dollar continued in its role as the
world’s main reserve currency. The U.S. was still the world’s largest single market, with
the deepest, most liquid financial markets. Demand for the dollar continued to remain
high, especially in times of crisis. During the 1973-1974 bear market and the early 1980s
recession, for example, the value of the dollar increased against gold and other currencies
as investors sought a safe haven. In addition to the attractiveness of U.S. markets,
geopolitical and security considerations were sometimes part of the decision to hold
dollars as well. In this way, the dollar became more of a “negotiated currency,” a term
coined by Susan Strange (1971) to describe the situation when the incentive to hold a
currency is more political than economic. Similar to Britain’s sterling area negotiations
following World War II, U.S. policymakers worked hard to ensure that foreign powers
maintained large dollar holdings. West Germany, for example, held mostly dollars in
their reserves with the understanding that the U.S. would come to their aid in the event of
a Soviet invasion. Washington also negotiated an agreement with Saudi Arabia following
the 1973 oil crisis in which U.S. political and military support was granted to the royal
family in return for the continued pricing of oil in dollars (Spiro, 1999).
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An important point to be made is that in 1975, the U.S. experienced its last trade
surplus, and beginning in 1980 the U.S. balance of payments position went into the red
and currently stands at a deficit of more than $550 billion (U.S. Census Bureau, 2012).
This enormous turnaround in the U.S.’s balance of payments position since World War I
illustrates the transformation of the U.S. economy from a manufacturing orientation to
mostly services, much like the British shift in the late 1800s. In its short history the dollar
has overcome political crises and risen to the top of global finance. But being at the top
has come not without costs. Now the future of the dollar is in question, for largely the
same reasons that saw the British pound lose its preeminence.
Comparison to Britain
The U.S. and Britain have exhibited very similar development patterns. Both
countries experienced a rapid improvement in their balance of payments positions as a
result of war – the Napoleonic Wars for the British and the World Wars for the U.S. In
those wars, both Britain and the U.S. were relatively undamaged by the war thanks to
geography. The British were able to stay out of Napoleon’s sights before he was defeated,
and the U.S. was able to abstain from the World Wars longer than other involved
countries while contiguous U.S. remained isolated from the fighting.
After the wars ended, both countries then used their strong financial position to
build up their armed forces (particularly their naval power) without incurring debt. Steam
power, iron hulls, and new weapons such as the explosive shell and the torpedo were
pioneered by the Royal Navy in the 19th century. The British fleet came to be a symbol of
the Empire, and the absence of serious battles at sea from 1827 to 1914 is testament to
British naval dominance. The U.S. also invested heavily in naval power with its
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newfound wealth. Under Theodore Roosevelt the U.S. Navy became the world’s second
largest, behind only Britain. The Naval Act of 1916 was a response to German aggression
and authorized a $500 million naval construction program. The interwar period saw the
continued commissioning of aircraft carriers and cruisers, and World War II further
stimulated America’s naval spending. By 1945 the U.S. had over 1,200 warships
(Howarth, 1999).
Naval power clearly was a priority for the rising powers of Britain in the early
19th century and the U.S. in the early 20th century. Using ample funding gained from
foreign loans and investments, both nations were able to achieve naval hegemony while
maintaining a high degree of confidence in their currency. This presence of physical
security and financial responsibility only further attracted foreign investment. As a result,
both the pound and the dollar became the centers of global finance in their respective
times. For the British, the 19th century was one of unquestioned hegemony largely for
two reasons: naval power and industrial technology. For the U.S., power was for the same
reasons, and both countries also obviously benefited from their former competitors
struggling with post-war reconstruction.
The pound and the dollar used their position as the main reserve currency with
great effect. Strong demand for the currency gave its holders the purchasing power to
achieve healthy levels of growth through consumption, but advantages in productivity
ensured that trade surpluses were consistently posted in spite of the strong currency.
Furthermore, both Britain and the U.S. became the world’s principal creditor and
exporter of capital. Based on this definition of power – reserve currency status, a balance
of payments and trade surplus (especially strong in manufacturing), and the position as
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the world’s principal creditor – the “height“ of their power seems to be around 1890 for
the British and in the mid-1970s for the U.S.
Following this height, both began to show similar patterns. The service sector
(especially financial services) gradually became larger than manufacturing as wages rose,
domestic consumption increased, and other countries caught up to the productivity
advantages. Trade surpluses shrank and became large deficits, and the balance of
payments position went sharply into the negative. In 1890, Britain posted a trade surplus
of £4.1 million. From 1891 to 1913, Britain’s average annual balance of trade was a
£6.69 million deficit (Imlah, 1952). For the United States, the trend was similar. After
World War I, the U.S. posted consistently high trade surpluses, peaking in 1975 with a
$12.4 billion surplus. Beginning in 1976 and every year since then, however, America’s
average annual balance of trade has been a $237.29 billion deficit. In 2006, the trade
deficit was an astounding $753 billion (U.S. Census Bureau, 2012). Figures 1 and 2 on
the following pages show the similar trends of British and American balance of trade
positions, respectively.
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Figure 1
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Figure 2

Note the similar trends in the 100-year periods of each empire. High surpluses
occurred for the British in 1816, at the end of the Napoleonic Wars, and at the end of
each World War for the United States. But the surpluses gradually became deficits as the
economies began consuming more wealth than was created. For Britain, this turnaround
was largely the result of German and American manufacturing catching up to British
industrial capabilities. As mentioned in Chapter 2, Germany and the U.S. had overtaken
Britain as the world’s largest manufacturers by the end of the 19th century. German steel
and chemical industries, for example, surpassed Britain in the 1880s, led by such
companies as BASF and Friedrich Krupp AG Hoesch-Krupp (Haber, 1958; Webb, 1980).
American companies such as U.S. Steel, Standard Oil, General Electric, and Union
Pacific became globally dominant in their respective industries during this time as well.
Britain’s transition to an economy more focused on financial services – combined with
the rise of manufacturing competitors – greatly contributed to its huge current account
deficits beginning in the 1890s.
The graphs also illustrate an important difference in the two cases. On average,
the U.S. has posted much higher trade surpluses and much higher trade deficits than
Britain ever did. U.S. manufacturing and exports have consistently performed at a high
level, and even today the U.S. remains the world’s largest manufacturer, accounting for
one-fifth of global manufacturing output (United Nations, 2010). This amounts to a
manufacturing output greater than that of Germany, France, Italy, and Brazil combined.
High-value products such as airplanes, semiconductors, software, pharmaceuticals,
biotechnology, advanced weapon systems, and chemicals are among America’s top
manufactured goods. But the U.S. is also by far the world’s largest importer (not
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including the EU as a single entity), buying foreign goods such as clothing, natural
resources (particularly oil), automobiles, home appliances, and electronics. By importing
at 75% of the world average and exporting at only 45% of the world average, U.S. trade
deficits have piled up at an astounding rate (National Association of Manufacturers,
2011). While the main problem for Britain was the loss of its manufacturing edge in the
late 19th century, for the U.S. the huge trade deficits have been more a result of domestic
consumption, which has largely been satisfied with cheap imports. As the graphs
illustrate, the U.S. trend from surplus to deficit was much more rapid and deep than
Britain’s. Considering that the level of American manufacturing has remained very high
over this period, it is clear that the U.S. suffers more from an import problem than an
export problem, though more manufacturing would certainly help.
Of course, the pound’s fall ultimately was the result of war. While Britain was
victorious in the Boer Wars and both World Wars, they left the economy deeply indebted
and the nation’s infrastructure was devastated after 1918 and 1945. The ensuing balance
of payments crisis, combined with the attractiveness of the dollar, led to the pound losing
its reserve currency status. If either of these things had not been present – war or a serious
alternative currency – it is doubtful whether investors would have lost confidence in the
pound.
The United States today also faces a deep balance of payments deficit, which has
certainly been made worse by war. Since World War II, the U.S. has spent more than $2
trillion (2011 dollars) fighting wars in Korea, Vietnam, the Persian Gulf, Iraq, and
Afghanistan. The post-9/11 wars in Iraq and Afghanistan alone have been responsible for
more than half of that spending (Daggett, 2010). War has clearly added significant
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amounts to the U.S. debt. However, it is doubtful that a major war will cripple the U.S.
economy and catalyze a shift in the international monetary system, as happened in 1945.
Because of this difference, any move away from the dollar will likely be less drastic than
the shift away from the pound. Nonetheless, the comparison with Britain is important. If
the case of the pound is any indication, the dollar is in danger. Investors will soon start to
ask themselves if the dollar is a safe bet, just as the pound was questioned nearly a
century ago.
The Dollar Today, and Looking to the Future
Despite huge and growing deficits, the dollar presently remains unchallenged as
the world’s principle reserve currency. Since World War II, the international financial
architecture has been built with the dollar as its center, and heavy U.S. influence can be
clearly seen in such institutions as the International Monetary Fund and the World Bank.
But to a larger extent than institutional pressure, the dollar has remained preeminent due
to market forces. The enormous size and institutional depth of the U.S. economy, the
unrivaled depth and liquidity of its capital markets, long-term growth prospects, a climate
conducive for entrepreneurship and ingenuity, and, perhaps most importantly, its political
stability and physical security make the dollar incredibly attractive (Helleiner and
Kirshner, 2009).
The dollar has survived numerous predictions of its collapse since the end of the
fixed exchange rate regime under Bretton Woods. High inflation of the dollar in the
1970s was a key reason for the beginning of European monetary integration that would
result in the establishment of the euro in 1992 (James, 2009). Robert Triffin called for a
replacement of the dollar with European Currency Units in 1988. Other leading
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economists, such as Barry Eichengreen and Marcello de Cecco, have concurred that the
euro is a necessary alternative to the dollar (Eichengreen, 2004; de Cecco, 2009). But
with the ongoing crisis in Europe brought on by profligate spending in countries like
Greece, Ireland, and Portugal, the future of the euro is in question. The dollar has
strengthened against the euro since the onset of the crisis. This is evident by the recent
two-year low exchange rate of €1 = $1.23 and yields on 10-year U.S. Treasury securities
falling to 60-year lows as fears over Europe's debt and political crisis have led investors
to flee the bloc and search out safer investments (Brettell, 2012). Challenges facing the
eurozone –mostly political ones – must be overcome if the currency is to even survive,
much less thrive in an international reserve role.
Looking to the future, economists remain divided on the sustainability of the
dollar-centered financial system. There is the argument that no matter how vibrant the
U.S. economy may be, investors will not ignore its enormous debt levels indefinitely. Just
as with the pound after World War II, investors will eventually be faced with the reality
of a deep dollar devaluation in order to settle debts. It may very well be too late already
to avoid such. Even if U.S. government spending is cut, revenue is increased, and
consumption goes down (which remains extremely questionable), higher inflation of the
dollar may be perceived as being in America’s interest. An inflation target of closer to
5% would help ease the debt burden, and a devaluation of the dollar would both increase
America’s export competitiveness and make imports more expensive. While such a
strategy could be very beneficial to the U.S., the costs incurred by the rest of the world
would be enormous.
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As of March 2012, the worldwide foreign exchange reserve holdings consisted
of more than $5 trillion in U.S. treasury securities (U.S. Treasury, 2012). This means that
with just a 5% rise in inflation of the dollar, the world would lose more than $250 billion
in dollar claims. China alone would lose more than $58 billion. Additionally, this doesn’t
include the amount that would be lost as a result of the exchange rate’s effect on trade.
With the U.S. being the largest importer in the world, a devaluation of the dollar would
be especially devastating to countries reliant on exports. Canada, Mexico, China, Japan,
and the EU – the largest exporters to the U.S. – would be hurt the most. Protests of
currency manipulation and protectionism would be lodged at Washington. Most
damaging, though, would be the loss of confidence in the dollar’s ability to hold value. If
one devaluation occurs, who’s to say another won’t follow? Once the U.S. heads down
that road, it’s a slippery slope. If the dollar no longer seems able to hold value, serious
questions will be justifiably asked about its reserve currency role.
On the other hand, some economists argue that the world dollar standard’s
resilience is underestimated. What makes the dollar unique? Certainly, other countries
with far lower debt levels have been forced into default. (The Latin American debts crisis
of 1982, Mexico in 1994, the 1997 Asian crisis, etc.) But the international financial
system needs a single currency to facilitate cross-border exchanges and act as an anchor
for countries that choose to fix their exchange rate. This does not mean that the dollar is
needed per se, but a single currency is needed and the dollar appears to be the only one
capable of this role, at least for the time being.
Furthermore, the dollar’s global entrenchment has created a network of mutual
dependence. Obviously, the U.S. relies on borrowed money to finance much of its
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budget. But U.S. trading partners have little choice in the matter. As discussed, America
remains a safe haven for investors. Interest rates offered by the Treasury Department are
incredibly low, but their perceived safety is what attracts. The problem faced by
foreigners is that they cannot lend money to the U.S. in their own currencies. They must
convert their money to dollars for lending to the U.S. After a while, their dollar claims
begin to pile up. To ensure that these investments do not lose value, these countries must
make sure that the dollar remains strong. This requires buying more dollar-assets to
satisfy the demand that is needed to avoid dollar depreciation. The only way out of this
“dollar trap” is for lending countries to gradually diversify their dollar holdings into a
currency or commodity that is seen as a better store of value.
This system makes the U.S. the only country able to borrow in its own currency
from the rest of the world. As such, the U.S, continually avoids default by the simple fact
that it alone has control over the printing of dollars and the Federal Reserve can always
buy back Treasury bonds from foreigners. Following this logic, some economists argue
that U.S. fiscal policy and deficits do not matter much. The key to maintaining the dollar
standard lies in U.S. monetary policy. As long as the value of the dollar remains stable,
meaning its purchasing power over internationally-traded goods and services remains
stable, foreigners will continue to invest in dollar assets no matter America’s debt level
(McKinnon, 2009a). Because the dollar is the “nth” currency in the international financial
system, foreign exchange rates do not affect domestic price levels much in America. This
means that the Fed, more easily than any other central bank, can pursue price stability by
manipulating interest rates without having to worry about foreign exchange rate
fluctuations. The world relies on this stability of the U.S. market. The Fed’s ability to
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maintain a steady inflation rate independent of exchange rate factors is what allows the
dollar to remain the anchor of the system despite growing U.S. debt.
The main threat to the nth country’s position is not its current account deficit, but
rather an abandonment of this price stability policy. As mentioned, an intentional effort
may be made to raise inflation rates in order to ease the country’s debt burden. If the U.S.
economy experiences a downturn, the Fed may choose to expand the money supply in
order to provide liquidity and hopefully stimulate economic activity. The risk in such a
policy is long-term inflation. If the economy is able to outgrow the rate of monetary
expansion, the risk is allayed, but if the policy fails to produce its intended effect inflation
can take off. Since the Fed’s quantitative easing policies began in 2008, banks have been
reluctant to loan the extra reserves, mitigating any fear of rising inflation. But when the
economy “naturally” returns to pre-crisis production/consumption levels, and if banks
then start to loan out all of this federal stimulus money they have been hoarding, the
result could very well be a steep rise in inflation and asset bubbles. Whether as a result of
intentional policies or mismanaged stimulative efforts, a loss of value in the dollar would
be a direct threat to its hegemony.
Secondly, politics could threaten the dollar’s international role – most notably,
protectionist trade policies. The large shift in manufacturing to Asia has caused the U.S.
manufacturing sector to shrink, sending jobs overseas and igniting a wave of American
anger, particularly in the Midwest and East Coast. Many politicians have responded with
charges of currency manipulation directed at countries like China. Threats of tariffs on
imported goods from China are made unless China is willing to allow the renminbi to
appreciate. The thinking is that this would make Chinese imports more expensive in
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America, and would conversely make American goods more attractive in China.
American manufacturing would be stimulated, and the trade imbalance would be
rectified. A dollar devaluation would solve the nation’s economic problems, so the
thinking goes. But many economists caution against this kind of policy. Renminbi
appreciation would undoubtedly have the effect of reducing Chinese exports to the U.S.,
but it would also slow the entire Chinese economy, thus reducing demand for American
imports and having no effect on the U.S.-China trade imbalance (McKinnon, 2009b).
The consequences of U.S. protectionism and demand for renminbi appreciation
could be disastrous for the dollar’s international status. The conclusion that the huge U.S.
trade deficit is simply the result of currency manipulation by countries like China is both
incorrect and dangerous, but it remains very popular. The “Buy American” clause of the
2009 stimulus bill, the Obama administration’s imposition of punitive tariffs on Chinese
products, and presidential candidate Mitt Romney’s promise to label China as a currency
manipulator on his first day in office are all clear examples of this view. Certainly, China
is manipulating the renminbi to further its export base, and this is succeeding in making
Chinese goods cheaper in the U.S. But the main reason for America’s current account
position is a global savings imbalance. Americans save too little compared to their
consumption level, while countries like China, Japan, and Germany save too much and
do not consume enough. Thus, the loss of U.S. manufacturing jobs is mainly the result of
over-consumption by Americans, and not China’s currency policies.
Of course, it is much more politically expedient to blame U.S. economic problems
on foreigners than on ordinary Americans. But in doing so, the root of the problem is
ignored and the risk of destabilizing the dollar’s international status is increased. Policies
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of protectionism and dollar devaluation may benefit U.S. manufacturing in the short-run,
but the dollar will not continue as the world’s main reserve currency if investors lose
confidence in its ability to hold value. Similarly, the Fed must commit itself first and
foremost to maintaining price stability. A global economic downturn must not rely so
heavily on American monetary expansion for recovery. The nth country in the system
should be the least involved in monetary expansion because it should be the most
committed to stable prices. Foreign governments –specifically high-surplus countries like
China, Japan, and Germany – should jointly become more expansionary to take pressure
off of the Fed.
McKinnon argues that a U.S. policy of stable inflation will keep foreign
confidence in the dollar high despite the rising debt. But this ignores the ultimate
inseparability of fiscal and monetary policy. Investors are increasingly worried about the
ability of the U.S. to pay back its loans. This concern is more about the U.S. using
monetary policy to inflate away its debt rather than about the rising amount of debt,
which fits McKinnon’s monetary-based argument. But in the grand scheme of things, this
reason doesn’t really matter. The point is that fears of the U.S. using monetary policy to
inflate away its debt are only legitimate because of the existence of such high debt levels.
Thus, it all stems from the U.S government’s irresponsible fiscal policy and, ultimately,
consumer debt. A higher inflation target would just be a response to the current account
deficit.
The inability in Washington to formulate a debt-reduction plan has had real
consequences, demonstrated acutely in 2011 when Standard and Poor’s downgraded the
U.S.’s AAA credit rating for the first time since 1917, which has yet to be regained.
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Clearly, the deficit needs to be dealt with. McKinnon’s argument is based on the
assumption that the deficit can be reduced by simply fixing the global savings imbalance.
This would allow the Fed to maintain a commitment to stable prices and thus safeguard
the dollar’s international role. It would require Americans to reduce consumption and pay
more taxes, while high-surplus countries like China and Germany would need to save less
and consume more. But deep political and socioeconomic reasons make this strategy
seem highly dubious, and serious reforms must take place in these countries before
consumption can be expected to rise substantially. An underdeveloped social safety net
for healthcare, retirement, and education is a big reason why there is such a high savings
rate in China, and it has also been hypothesized that the high ratio of men to women
makes men more focused on increasing their savings in order to make themselves more
competitive (Wei, 2010). In Germany, policymakers obsessed with austerity, corporatist
industrial relations that allow companies to keep wages down, and an ageing/shrinking
population all combine to keep consumption down, despite the economy’s high levels of
growth.
Furthermore, imports from places like China will continue to be cheap for
Americans unless the dollar weakens. So how can the U.S. simultaneously reduce
consumption of imports, maintain the dollar’s value, and not resort to protectionist trade
policies? Fixing the global trade imbalance cannot take place without serious changes to
the international monetary system. The U.S. needs to improve its current account position
in order to prevent a loss of international confidence in the dollar, as the case of the
British pound demonstrates. But it seems that the only way for the U.S. to improve its
current account position is to implement protectionist trade policies and/or devalue the
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dollar, and either of these strategies would constitute a serious blow the dollar’s
international standing. That is the dilemma the U.S. – and the world – now faces.
U.S. Treasury officials have gone to great lengths to publically reaffirm the U.S.’s
commitment to a strong dollar. So far, either because of investor confidence in the dollar,
the lack of an alternative currency to turn to, or perhaps a combination of both, the
Treasury Department’s comforting words seem to have had their intended effect. But one
cannot help but wonder how long this will continue. Dollar devaluation is seen by many
as an inevitable U.S. strategy to cope with its debt problem. Ultimately, words alone will
not assuage these concerns. A serious debt-reduction plan will have to be put forth, and
the longer it takes the greater the risk that investor confidence will falter.
Britain’s negotiations to form the sterling area, in which a portion of the
members’ reserves were held in pounds and Britain maintained the value of the pound
relative to the dollar, helped to prop up the pound for a short while. Though America
resorted to this in West Germany and Saudi Arabia during the Cold War, is this a viable
option for the U.S. today? Could Washington use diplomatic tools to convince countries
to maintain large dollar holdings, and what might be promised in return? The main
bargaining chips the U.S. has to offer are economic. Guarantees of open access to its
markets, free trade deals, and lender-of-last resort agreements could be signed in
exchange for the dollar remaining a large part of countries’ reserves. But this would be
costly for the U.S. and ultimately, such an extension of the dollar’s lifeline would remain
contingent upon the U.S. getting its fiscal house in order.
The current eurozone crisis has bought some time for the dollar, as it is seen as
the less risky of the two, at least for now. But this confidence will not last long if U.S.’s
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debt level continues its upward trend. Eventually things will settle down in Europe, and
the spotlight will then be on the U.S. to prove that the dollar is a safe long-term
investment. No amount of diplomatic coercion by Washington will convince countries to
invest in the dollar if they believe that doing so is akin to throwing their money away.
Britain was able to secure agreements with sterling area countries to hold onto pounds
only because of its promise to maintain the pound’s value, and not because of coercion or
“gunboat diplomacy.” The historical and cultural ties that sterling area countries had to
Britain were quickly forgotten as soon as the pound could no longer hold its value.
Likewise, for the U.S. today, military or economic threats carry no weight if confidence
in the dollar is lost. Some may argue that the U.S. case is different from 20th century
Britain because the American military is much more militarily dominant that Britain was
at the time. But the fact is that there is no place for the military in a reserve currency
transition. If anything, military action by the U.S. would only worsen things, adding to
the debt and further casting doubt on the credibility of the dollar. Countries make
investment decisions rationally just like any individual or corporation. When their
investments are threatened, countries will not hesitate to change in order to protect their
interests. Even the most enticing carrots and threatening sticks will not prevent the
market’s move away from the dollar if its future value is in question.
Hedging Against the Dollar
As mentioned, large dollar-holding countries have two options to protect their
investment. They can either continue buying large amounts of dollars (which would have
to be ever larger amounts of the Fed pursued a higher inflation target), or they can seek to
diversify their holdings. The world’s largest lenders to the U.S. are increasingly choosing
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the latter option. Japan recently purchased $10.3 billion in Chinese government bonds, a
move that signaled a desire in Tokyo to move away from heavy reliance on the dollar
(Wei, 2012a). Russia added the Canadian dollar to its reserves in 2010 and is planning to
expand its portfolio to include the Australian dollar (Danielyan, 2012). From July 2011 to
March 2012, China’s holdings of U.S. Treasury bonds decreased by 11 percent, reflecting
a strategy of steady diversification into more euros and gold (Wei, 2012b).
From the standpoint of a country like China, such diversification is a wise
financial move. The long-term credibility of the U.S. is in question, while interest rates
on U.S. Treasury securities are currently close to zero. This unique situation means that
the Chinese are essentially getting nothing in return for their loans, and the possibility of
a higher U.S. inflation target in the future creates long-term risk. At least riskier bond
investments in Europe are paying much higher interest rates. Any worthwhile financial
advisor would not recommend that a young, wealthy individual put much of their money
into U.S. bonds. There are a lot more investment options that pay a higher rate of return
with only slightly more risk. So why should a young, wealthy country be putting so much
of their money into U.S. bonds? Gradually, the Chinese are beginning to rectify this
wasteful investment. Not only are their currency reserves being diversified into more
gold and euros, and yen (although the official composition of reserves remains a state
secret), but more profitable investments are also being made. The $586 billion stimulus
package announced in 2008 was targeted mainly at infrastructure, real estate projects,
health and education, and disaster rebuilding (Xinhua, 2008). Some have cautioned
against this kind of massive investment, as it could overheat the economy and result in a
currency crisis on par with the Asian crisis of 1997-1998. But China’s savings rate
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remains higher than its investment rate, with savings at an extraordinary 51% of its GDP
in 2011 (Economist, 2012b).
A decrease in foreign demand for Treasury securities could have huge
implications for the U.S. economy. Although the purchasing slack can be taken up by the
Federal Reserve, this would mean an expansionary monetary policy and a higher risk of
inflation. Currently the Fed’s purchasing of Treasury securities has not had an
inflationary effect because the banks that the money is going to are simply not lending it
out into the market. But as the economy improves and banks become willing to take on
more risk, the market would be hit with all of this stored-up money, a shock that could
produce high inflation unless the Fed steps in and sells U.S. debt to reduce the money
supply. If foreign demand for U.S. debt is lowered, as seems to be the current trend,
finding buyers will become more difficult. Interest rates would have to be increased to
make U.S. debt more attractive, meaning the U.S. would have to pay more to borrow
money, a cost that would inevitably have to be passed on to the taxpayer.
A Better Rebalancing Act
A more effective strategy to correct the global imbalance of trade is one that
encourages more balanced foreign direct investment (FDI) flows. Certainly, Americans
will have to consume less in the long run. But there is also a responsibility of highsurplus countries to put more of their enormous savings accounts into foreign investment
projects. China, as mentioned, has made huge investments in its own economy since
2008, particularly in infrastructure and real estate. High-speed rail, new homes and
apartment buildings, bridges, and agricultural technology have all received higher state
funding, improving the lives of citizens and creating thousands of jobs at the same time.
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But much of China’s investment spree has been poorly targeted. Obvious examples
include “ghost towns” like Kangbashi and the man-made Phoenix Island, a Dubai-like
resort city full of luxury apartments, hotels, and restaurants, but not many people to fill
them. Tickets for the new bullet trains, intended to ease older, overcrowded railway lines
connecting main cities, have proven to be too expensive for many citizens and require
costly government subsidies (Farrar, 2011).
Malinvestment in China is also evident in the persistence of state-owned
enterprises (SOEs), which are responsible for approximately 35% of the fixed-asset
investments made by Chinese firms (Economist, 2012b). These enterprises, deeply
entrenched in just about every industry, from defense and construction to restaurants and
retail, are hugely profitable. But this profit is buoyed by a lack of competition and
government subsidies for land, energy, and credit, as well as a relatively low requirement
for dividend payouts. While the average dividend payment for SOEs in other countries is
1/3 of their profits, Chinese state-owned firms pay a maximum of 15 percent, and that has
only recently been increased from a maximum of 10% (Borst, 2012). Private firms,
having to pay market prices for their capital and loans, are forced to be more efficient and
have shown higher returns on equity than the SOEs. One study (Dollar and Wei, 2007)
calculated that if two-thirds of the capital currently employed by state-owned enterprises
was transferred to the private sector, China’s GDP would increase by 5 percent, and that
the investment rate as a percentage of GDP could be reduced by 8% without detracting
from growth.
Investing abroad should be a major priority of China, and attracting FDI should
be a major priority of the U.S. government. A report by the U.S. Commerce Department

70

(2011) concluded that the two largest potential sources of increased FDI into the U.S. are
countries that run large trade surpluses with the U.S. and countries holding large amounts
of liquid U.S. assets. Despite the fact that China tops the list for both of those criteria, in
2010 Chinese FDI in the U.S. was a paltry $3.2 billion, this compared to the $60.5 billion
invested by U.S. companies in China (U.S. Treasury, 2012). Much of this imbalance is
the fault of Washington. In the 1980s Japanese firms began heavily investing in U.S.
assets, buying up national treasures such as Pebble Beach Golf Links, Universal Studios,
Columbia Records, and countless shopping malls and hotels. Despite the economic
growth this inflow of investment produced, members of Congress and organized labor
leaders began spreading fear that Japan was bent on taking over. To put Americans at
ease, major Japanese companies sought to improve their public image by becoming
active in local charities, hiring Americans into top executive positions, and buying more
from American suppliers. Since then Japanese companies have donated hundreds of
millions of dollars to local organizations, from youth sports to cancer research (Marchick
and Graham, 2006).
Chinese firms today face a similar situation as they attempt to break in to the U.S.
market. It is, like Japan 30 years ago, a rising power challenging the U.S. economically
through huge trade surpluses at the expense of rising U.S. deficits. Much of the wariness
among U.S. policymakers towards Chinese investors stems from national security
concerns. Of America’s top ten trading partners, only China is not considered a strategic
ally. Furthermore, the high number of state-controlled firms in China raises the concern
that investments will be made based on national strategic interest rather than business
interest. As a result, many potential Chinese investors are met with stiff opposition by the
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Committee on Foreign Investment in the United States, which reviews the national
security implications of foreign investment. Given China’s increasing espionage
activities, cyber warfare, and blatant disregard for intellectual property rights, many in
the FBI and Department of Homeland Security are concerned that Chinese companies in
the U.S. would be an effective cover for intelligence gathering (Marchick and Graham,
2006).
Though there are challenges, both the U.S. and China need to work together to
create a more balanced investment environment. It should be made clear by Washington
what sectors are off limits, and Chinese FDI into those sectors not involved in national
security should be increased. Sovereign wealth funds may be a more acceptable area for
Chinese investment, at least until greater trust can be established. Punishment for
espionage activity should be damaging to Chinese business and strategic interests, and
Chinese companies need to hire American workers and become active in local
communities, as the Japanese case demonstrates. This must be met by a commitment
from Washington to ease the anti-China rhetoric and come to terms with the fact that
Chinese FDI into America is mutually beneficial. The U.S. should not hide behind
national security simply to protect its domestic manufacturers.
There are some positive examples to follow. The Chinese computer company
Lenovo acquired IBM’s personal computer business in 2005. Though the acquisition was
met with fierce resistance by Congress, it eventually went through and today Lenovo
maintains part of its headquarters in the “Research Triangle” city of Morrisville, North
Carolina, where it employs over 2,000 people (Ranii, 2012). The city of Toledo, Ohio,
heavily reliant on industrial manufacturing and hit hard by the economic downturn, has
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attracted millions of dollars from Chinese investors to build restaurants, hotels, and office
buildings to revive the city’s downtown area (Economist, 2012c). These are exactly the
kind of investments that are needed by both countries.
From an international monetary standpoint, increased FDI in the U.S. economy
would protect the immense dollar assets of countries like Japan, China, Russia, and Saudi
Arabia. While shifting to inflation-protected Treasury bonds provides some degree of
protection, increased FDI would offer a better long-range rate of return while serving to
maintain the dollar’s value. For the U.S., the benefits are equally advantageous. FDI from
high-surplus countries is preferable to selling Treasury securities because FDI creates
American jobs, provides new sources of capital, and building more competitive supplychain infrastructure without adding to the debt. Though the U.S. is the largest recipient of
FDI (CIA, 2012), more is possible and needed, especially from China. With more
incoming investment, the U.S. would bring back many manufacturing jobs. Combined
with a government-backed focus on improving manufacturing efficiency and pushing for
more re-training programs, this would go a long way towards narrowing the trade deficit
and overall debt level without having to resort to protectionist policies and dollardevaluation.
Summary
Foreign diversification of dollar holdings reflects a genuine concern about the
U.S. balance of payments position. For the British, such concern eventually ended up
with the fall of the Empire and the pound’s loss of international status. Huge debts
created a crisis of confidence in the pound’s ability to hold value, and the dollar was seen
as a better alternative. For the U.S. case, the result remains to be seen. Certainly,
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confidence is being questioned in the dollar’s future. Debts are massive, and there seems
to be little hope for a political solution to shoring up the nation’s finances. The 2012
budget deficit measured 7% as a share of GDP, and the total public debt surpassed $16
trillion for the first time in 2012, or more than 100% of GDP (Congressional Budget
Office, 2012). The debt problem in America is largely a consumption and wasteful
spending problem, and not a production problem. While the Obama administration’s goal
to double exports by 2015 will certainly help create American jobs and shrink the deficit,
it is merely wishful thinking to believe that the long-term debt problem can be tackled
without addressing the more important issues of over-consumption and wasteful
spending.
Countries with huge foreign exchange reserves and trade surpluses – China,
Germany, Japan, Russia, etc. – should be encouraged by Washington to invest directly
into the American economy rather than continuing to simply buy Treasury securities. The
clearest missing investor is China. Though selling debt is an easy source of capital for the
U.S., a more balanced investment relationship would be the better long-term solution that
is needed to rebalance the global economy and restore a strong American financial
position without risking confidence in the dollar. Again though, the world cannot
continue to rely on American consumption. Both Washington and U.S. households will
need to save a higher portion of their earnings, and that consumer slack will have to be
picked up elsewhere. Asia’s huge population is the most obvious source of rising
consumption. In 2009-2010 China surpassed the U.S. as the world’s largest automobile
market and energy consumer (Holmes, 2011). Continuing growth in other emerging
markets, such as Brazil, India, Russia, and Mexico brings exciting investment
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opportunities and rising demand for consumer goods. This should be a welcome sight for
American policymakers, manufacturers, and investors.
The next major challenge for the U.S. lies in creating greater domestic sources of
energy. In the short- to medium-term (twenty or so years), shale gas, cleaner coal, and
offshore oil will play a large role in meeting the energy need, but farther out the emphasis
must be placed on renewable sources. Blessed with a vast territory that includes areas of
near-constant sunshine, wind, and two oceans, there is no reason why the U.S. should not
be leading the world in a 21st century renewable energy revolution. Much like the
British experience during the Industrial Revolution, such leadership would attract
massive amounts of capital and spur engineering and manufacturing. Natural gas and the
renewable energy sources are areas where the trade direction could be reversed in
America’s favor, tapping into the ever-expanding energy demand of places like China,
Brazil, South Korea, and India. Beyond the environmental imperative of such a
revolution, it would go a long way towards rectifying America’s balance of payments
position and restoring confidence in the dollar.
Finally, while it is important that the United States create a long-term plan for
debt reduction, it also must be stressed that short-term austerity is not the answer. It is
essential that economic growth is maintained while the debt problem is chipped away at.
While investors are concerned about America’s debt problem, they want to see growth
first and foremost. Some may argue that this is unrealistic, that the U.S. will have to
sacrifice positive growth for debt reduction, but I remain optimistic that output can be
steadily expanded even in the midst of carefully-selected spending cuts and revenue
increases. The key for policymakers is to focus on the overall debt instead of the annual
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budgetary deficit. The U.S. government should be investing more in assets that will
increase the country’s long-term productivity rather than focusing on debt-financed
consumption (Stiglitz, 2010). Investing in people, technology, and infrastructure is
needed now more than ever. Deficit hawks want to immediately slash the budget, but that
road will only lead to the kind of prolonged contraction and social unrest that can be seen
in Greece. Making smarter investments now would increase the economy’s productivity
in the future, making debt-reduction more attainable without having to sacrifice
employment and short-term output.
A key lesson that can be drawn from the case of 20th century Britain is that a loss
of great-power status is not simply the result of a loss of reserve currency status. Her
Majesty’s government instead lost relative power in the world because of poor economic
performance, which was the result of poor policy choices rather than systemic
macroeconomic conditions (Eichengreen, 2011). Britain’s commitment to fiscal and
monetary tightening in order to pay down their debt after World War I led to an
overvalued pound, uncompetitive exports, persistently high unemployment, and social
unrest. Ironically, annual trade deficits led to an increase in Britain’s debt, this despite
deep austerity measures. Policies should have been aimed at trade competiveness and
economic growth rather than attempting to solve the debt problem – a long-term issue –
overnight. Investors lost confidence in the pound in the 1920s not only because of
Britain’s high debt level, but more importantly because of its poor growth. British
policymakers were more worried about their debt than they should have been, and the
result was abysmal economic performance and a global move away from the pound.
American policymakers today would be wise to learn from this bit of British history.
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The world is becoming more multipolar, and this shift is being reflected in global
currency reserves. But the fate of the dollar mostly lies in how the United States adjusts
its own economic policies to benefit from this changing world. By attracting more FDI,
maintaining a commitment to free trade, investing in renewable energy sources, and
reducing wasteful consumption, the U.S. can ensure continued growth of the economy
and the long-term viability of the dollar’s strong international position. Debt reduction
will not happen unless U.S. policymakers commit to fixing unsustainable entitlement
programs (Social Security and Medicare) and an incredibly wasteful healthcare system,
as well as simplifying the tax code to make it more fair and lucrative. If Congress cannot
work together to achieve these things, the world will respond harshly. As seen with the
credit downgrade, solutions can no longer be put off to the next generation. The next five
to ten years are critical for the future of the dollar. For largely the same reasons that the
British pound lost its position as the world’s main reserve currency, the dollar is being
questioned. A gaping balance of payments deficit gives cause for concern over the
dollar’s ability to hold value, and partisan bickering in Washington certainly does not
help to shore up confidence.
After World War I, the dollar came to be seen as an attractive alternative to the
declining pound. Today, in the midst of growing doubt about Washington’s ability to
agree to a serious debt-reduction plan, what other currency is there to turn to? What
country, if any, is in the position of a 1945 United States, a hungry power ready to take
the helm of the global economy? If such a shift is to take place, will it be peaceful, as was
the British-American transition, or will it involve conflict? These questions are the focus
of the next two chapters.

77

Chapter 4
Possible Alternatives to the Dollar
As introduced in Chapter 1, a reserve currency functions as a global medium of
exchange, a unit of account, and a store of value. To be a global medium of exchange, a
reserve currency must also be sufficiently liquid so that it can be traded without a
significant loss of value. A reserve currency must be highly mobile and highly reliable in
its ability to hold value. The British pound offers a case of what can quickly and
destructively happen to a reserve currency when this ability is questioned. Since 1945,
the dollar has been the anchor of global finance. Given the problems discussed in the
previous chapter, however, investors are beginning to examine other potential options.
The dollar may not be unseated overnight, but countries are gradually diversifying their
foreign exchange reserves away from the dollar and into currencies and commodities that
they feel may better hold value in the long run, given the risk of higher U.S. inflation in
the future. If the international monetary system is at a tipping point, which way might it
turn? Three potential options will now be discussed.
Special Drawing Rights
Special Drawing Rights (SDRs) were created by the International Monetary Fund
in 1969 to make up for a shortage of dollars and gold in foreign exchange reserves. SDRs
are essentially claims of monetary value defined by a weighted currency basket
comprised of dollars, euros, pounds, and yen. The main role of SDRs has been as a unit
of account for the IMF, as they simply represent claims on IMF member countries’
foreign exchange reserves (excluding gold). As of March 2011, there were 283.3 billion
in SDRs among the IMF member countries’ quotas, and the 14th General Review of
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Quotas will bring the amount of SDRs up to 476.8 billion (IMF, 2011a). But what exactly
does this number mean? What is an SDR’s true purpose and value?
The difficulty in answering these questions is exactly the weakness of SDRs for
practical use as an international currency. Economist Swaminathan Aiyar has argued
(2009) that the SDR “is not a currency and never can be... Its value fluctuates with the
value of its constituent currencies. This should make it clear that the SDR is not a
currency in its own right. Rather, it is a derivative of four national currencies. A
derivative is not a currency.” Currently SDRs are only used for official transactions
between the IMF and member countries. The lack of a private market for SDRs greatly
limits their usefulness. An individual or company cannot go out and buy things with
SDRs. They cannot be withdrawn from an ATM or handed from buyer to seller. Attempts
by the IMF to create a private market for SDRs ended in failure, primarily because many
people were reluctant to issue SDR-denominated claims without the knowledge that
others were also. (Eichengreen, 2009.) Quite simply, people do not trust SDRs to uphold
the three basic functions of money: to act as a medium of exchange, a unit of account,
and a store of value. The medium of exchange quality is where the SDR is most lacking.
Perhaps the main challenge of the SDR lies not in economics, but politics. For
SDRs to make it into the private sphere, they must be printed and issued just like any
other currency. That would mean the IMF would become the world’s most important
central bank, and it is highly doubtful that the U.S. or Europe would be willing for that to
happen. As long as the United States remains such a powerful member of the IMF and
there is so much uncertainty surrounding the technical aspects of how SDRs would be
issued, it is difficult to see SDRs as a viable option anytime in the foreseeable future.
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Nevertheless, there has been growing support for SDR use as a reserve currency.
Economist John Williamson (2009) argued recently that although SDRs are only
accepted by central banks in the settlement of debt, to the extent that they are still an
accepted form of payment, they are money. The benefit of using SDRs, he contends, is
that “large regular SDR allocations would be a mechanism to reduce the inconsistency of
payments objectives, one that involves a far fairer distribution of seignorage than
otherwise seems conceivable.”
In a March 2009 essay, Zhou Xiaochuan, Governor of the People’s Bank of
China, called for major reform of the dollar-centric international monetary system and a
turn towards greater use of SDRs. The following is excerpt from his speech:
Special consideration should be given to giving the SDR a greater role. The SDR
has the features and potential to act as a super-sovereign reserve currency. Moreover, an
increase in SDR allocation would help the Fund address its resources problem and the
difficulties in the voice and representation reform. Therefore, efforts should be made to
push forward SDR allocation… the SDR, which is now only used between governments
and international institutions, could become a widely accepted means of payment in
international trade and financial transactions (Xiaochuan, 2009).
A week after Xiaochuan’s essay was released, Russia voiced its support of
expanding SDRs to include the ruble, the renminbi, and gold, and in 2011 President
Dmitri Medvedev proposed including every BRIC country’s currency into SDRs. (RIA,
2011.) With huge dollar assets, both Russia and China are clearly concerned about U.S.
inflation. But is a synthetic currency such as the SDR feasible? The obvious attraction to
SDRs is diversification. The world’s main reserve currency would not be dependent on a
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single economy, the argument goes, and SDRs would thus be better insulated against
inflationary shocks brought about by either market forces or monetary policy. But the
illiquidity of SDRs is a major drawback. In a time of crisis, when reserve currencies are
invaluable in providing liquidity, SDRs would have to be converted into national
currencies, and this depends entirely on whether or not governments whose national
currencies are demanded agree to accept SDRs in exchange. Because SDRs have
uncertain purchasing power (given that private markets do not exist to buy and sell
SDRs), holding them would not be a very attractive option (Cooper, 2008; McKinnon,
2009b).
Enhanced IMF power in the international monetary system would increase the
voice of developing economies, which makes sense given their increasing influence in
the global economy. Calls for the SDR basket to include the BRIC currencies, however,
are questionable. Until the Chinese renminbi is an international reserve currency and
fully convertible, its role in the SDR basket is doubtful. The lack of international use and
confidence in the Russian ruble, the Brazilian real, and the Indian rupee also makes their
inclusion in the SDR basket unlikely.
Most likely, SDRs will continue in their present role and composition. Expanding
the IMF’s power over the international financial system would require political
concessions to greater global governance and decreased central bank powers. A more
realistic vehicle for giving developing economies more say in policymaking is the G-20,
in which emerging economies have played a much larger role since the 2008 crisis,
symbolized by the 2012 summit in Mexico and the summit in 2015 planned to take place
in Turkey. Though foreign exchange reserves will likely become more diversified over
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the next several years, it is doubtful that the political will exists for the SDR to take on
the role of a supranational reserve currency.
The Euro
Since its introduction in 1999, the euro has become the second-most traded and
widely held currency in the world, making up between 18 and 27% of foreign currency
reserves (IMF, 2011b). The euro is the official currency of 17 nations, and the European
Union as a single economy is the largest in the world. Given the historic stability and
profitability of the European continent (particularly the eurozone), it makes sense that
investors would seek out the euro as a reserve currency.
Barry Eichengreen wrote in 2005 that “[b]oth Europe and the U.S. have strong
institutions, respect for property rights, and sound and sound macroeconomic policies
relative to the rest of the world. They have stable political systems. Their economies are
likely to be of roughly equal size, to engage in similar levels of external trade and
financial transactions, and to have comparably liquid securities markets” (Eichengreen,
2005).
While the U.S. and Europe do have very similar characteristics as far as
institutional stability and economic size, Eichengreen’s liquidity comparison is not
accurate. A big problem with the eurozone is its capital market, which is still quite
fragmented given the varying degrees of liquidity based on the type of security. Holders
of international reserves cannot hold euros; they must hold euro-denominated securities,
and some are more liquid than others. German buyers, for example, tend to hold their
bonds until maturity, making the secondary market much less liquid than in the U.S. or
Britain (Cooper, 2009). This lack of liquidity matters a great deal for a reserve currency.
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Although there is a lot of euro-denominated debt in the markets, it is often difficult to
move it, an unappealing feature for a major reserve currency.
Another, more obvious challenge to further internationalization of the euro is the
current state of the eurozone. The ongoing sovereign debt crisis in Europe has called into
question not only the capacity of the euro as a top reserve currency, but the very future of
the common currency bloc. Without stronger coordination of fiscal policymaking across
the Eurozone, it is doubtful that the euro will continue to thrive in the long run, especially
as the continent’s population ages and government spending on pension funds and
healthcare increases. The demographic challenge is clear and striking. In Europe today
the number of people over the age of 60 is greater than the number of people under the
age of 15 (United Nations, 2006). Declining birth rates and high life expectancies will put
further pressure on political, economic, and social institutions across the continent. Deep
reform of the monetary union is needed to shore up long-term confidence in the euro,
both in Europe and abroad.
European Central Bank policymaker Christian Noyer said recently that if the
single currency bloc succeeded in tightening fiscal integration, the euro could emerge
stronger than ever and be the world’s number one currency within a decade (Noyer,
2012). But so far, that “if” seems to be highly doubtful. The political and popular
consensus for a more integrated European Union, with coordinated budgets and an
automatic fiscal transfer mechanism, is lackluster at the moment. The strongest country in
the union, Germany, continues to preach fiscal austerity as the way out of the crisis.
Chancellor Angela Merkel faces the unenviable task of trying to satisfy nationalist
elements while at the same time taking measures to show indebted countries that she is
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serious about preserving a European currency union. Divisions in Germany are
becoming more evident with the president and the Federal Constitutional Court
expressing growing concern over Merkel’s eurozone rescue policies. It remains to be
seen which side Madam Chancellor will ultimately come down on, but with
parliamentary elections in 2013 and an image that may be beyond repair in Greece, she
may have little choice but to jump in the only life raft she has left and continue
demanding from the south immediate debt-reduction in exchange for German assistance.
The danger, of course, is that such austerity programs could push southern Europe
into an enduring deflationary debt spiral. The divide between the creditors in the north
and the debtors in the south threatens to tear the union apart. If nationalistic tendencies
are able to be overcome enough to work out a plan for closer budgetary alignment, the
euro could very well emerge in a more powerful position. Its strength relative to the
dollar, its wide geographic usage, and Europe’s highly-developed financial markets make
the euro the most obvious alternative to the dollar. But more serious eurozone reform and
coordination is needed to avoid the black hole of austerity and recession.
Greece provides a stark example of the eurozone’s fragility. Though there does
not exist a precedent for countries leaving the eurozone, Greece may soon find that the
costs of an exit are outweighed by the potential gains. Many eurozone optimists have
pointed to the high costs of exit – notably the massive runs that would take place on
Greek banks as citizens sought to move their money to safer places like Germany. Yet
continuing to bow to European austerity demands is making the situation worse, both
economically and politically. True, Latvia, Estonia, and Lithuania managed to improve
competitiveness by following the austerity prescriptions swiftly and drastically lowering
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wages and prices (Economist, 2012d). But while Greece should undoubtedly adopt a
more flexible labor market to be able to absorb needed austerity, the amount of Greek
debt is simply too high to expect the kind of turnaround exhibited by the Baltic countries.
Without more European support in the form of direct recapitalization, Greece’s economy
will continue to suffer. A return to the drachma, on the other hand, would allow Greece to
follow its own monetary policy. Being a country heavily reliant on tourism and in
desperate need of an improved export base, a weaker currency may be precisely what is
needed.
Although Greece is at the heart of the currency debt crisis in Europe, it may very
well prove to be a microcosm of the entire system’s shortfalls. Heavily indebted countries
in the south – debt that was largely incurred through buying goods from countries in the
north – cannot expect to improve their fiscal situation without greater assistance. Spain is
facing a banking crisis that will require at least €100 billion to thwart, and Italy, a much
more important piece in the eurozone engine, is on the verge of a real estate market
collapse. Though irresponsible spending is very much the reason for the south’s present
condition, Germany’s productivity and low wages make it incredibly difficult for others
to run trade surpluses. The decision will have to be made soon as to whether or not
nationalism is to be sacrificed in support of a stronger Europe. A single bond market, or
at least greater liquidity among the various bond markets, would help, as would greater
investment from surplus countries into highly indebted countries like Greece, Italy,
Spain, and Portugal. Although the German system cannot be replicated everywhere, a
commitment from Berlin to allow wages to rise and to invest directly into southern
economies needs to happen. Stronger coordination of national budgets and tax policies, a
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growth-focused policy alongside gradual debt-reduction, a standard retirement age,
greater power given to the European Central Bank, and a banking union that guaranteed
euro-wide deposit insurance and a mechanism for joint recapitalization would signal a
more positive outlook for the euro, worthy of greater influence in the international
monetary system.
There are high hopes for the euro’s future, if only because the costs of its failure
would be so high. The EU is, after all, the single largest economy in the world. Its
population is well-educated, hard-working, healthy, and creative. At least at the national
level, its legal, political, economic, and social institutions are stable. The eurozone is
entering into a new phase, but it is a challenge that was inevitable. Though created as
simply a monetary union, greater fiscal and political unification cannot be avoided if the
area is to continue to succeed. That is the debate today, and its outcome will deeply affect
the international monetary system.
Besides the dollar, the euro is the world’s main reserve currency. Though
uncertainty has pushed up bond yields in Europe and investors have turned to the dollar,
the euro is still a major international unit of account, trade, and store of value. Britain’s
entry into the eurozone would drastically improve the currency’s standing, as would
adoptions by Sweden, Poland, and Denmark, the largest EU economies not presently in
the eurozone. But investors may also turn more towards the euro in response to
continuing dollar depreciation. Such has already been seen in the diversification of
foreign exchange reserves. Is this a short-term movement, or signs of a significant change
in the world economy? Will the dollar lose its reserve currency status to the euro?
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Ultimately, it is fiscal policy that will determine investor confidence in the euro,
and greater confidence will come only through greater fiscal unity. Greece may very well
be forced to leave. Of course, the risk in a Greek exit is not just a risk for Greece. If they
leave and are able to improve their export base, re-attract capital, and start posting trade
surpluses, other deficit nations may follow suit. If the euro does collapse, the
consequences would be disastrous for everyone, including Germany. The recent
downgrading of Commerzbank and Dresdner is testament to the fact that even the bloc’s
strongest economy is heavily exposed. Further expansion of the eurozone will most likely
be much slower and more cautious. Similar to the global rebalancing of consumption
patterns discussed in the last chapter, a European rebalancing is also needed. Germany
will have to cede a portion of its competitiveness by raising wages, while the debt-laden
Mediterranean members must cut back and focus on increasing exports. The European
trade balance needs to be more balanced.
The core issue Europe is wrestling with today is the issue of responsibility. Is debt
shared by this idea called Europe, or does it remain a national responsibility? If citizens
and policymakers cannot accept the responsibility to share both obligations and profits,
with the strong helping the weak, then there is no point in continuing with the common
currency. The problems will simply keep repeating themselves and the inevitable breakup will be much more painful. But if a commitment is made to transform the eurozone
into more of a federal state, with a single fiscal policy, a banking union, a more liquid
euro bond market, and a representational parliament with members from every country
making decision, the currency zone can continue to thrive.
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Slowly, EU leaders are coming to realize what it will take for the currency bloc to
survive this crisis. In the near future it seems that they will at least muddle through
politically and improve economically as global demand increases for European products.
The currency will continue to make up around a quarter of global reserves, but this share
will likely fall as investors turn elsewhere. The long-term demographics of Europe, made
worse by xenophobic immigration policies, do not bode well for growth. But reforms of
the eurozone today can re-balance competitiveness and harness the continent’s abundant
talent for continued prosperity in the future.
Summary
While both SDRs and the euro have their advantages, they also have significant
drawbacks as an international reserve currency. The political will to adopt SDRs as a
reserve currency is doubtful. Furthermore, there are lingering questions as to their
practicality. Though money has recently become much less a physical object and more a
number on a computer screen, it still must ultimately be able to fulfill the basic role of
purchasing goods and services, and the lack of a private market for SDRs makes their
purchasing power ambiguous. They are a useful tool in giving governments (especially in
developing countries) increased flexibility in the use of their currency reserves. But the
necessity of relying on the IMF for distribution of SDRs is something nations may not be
ready for, especially given the questionable legitimacy and motivation of the IMF around
the world. Globalization may someday reach the point of rallying nations together in
support of a global central bank and a single supranational currency, but that day does not
appear to be soon. The technical and political challenges are presently too great for an
SDR-centered monetary system.
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The euro has reached great heights in its short history, becoming the world’s
second most held currency and consistently trading stronger than the dollar. The sheer
size of Europe’s economy, its stable institutions, its rich culture, and its place in world
affairs make the euro an attractive investment. Despite the continent’s current crisis,
long-term stability and success is possible. But it will require substantial commitments
from politicians and ordinary citizens to come together more fully. There are only two
ways forward for Europe from here: either a greater sense of shared responsibility and
fiscal consolidation, or an end to the euro experiment. If the former can be achieved, the
euro will thrive as an important global currency well into the future.
The U.S. and Europe are the two largest, most stable economies in the world and
international investors will continue to hold their currencies in high regard. Ultimately,
though, the status of both the dollar and the euro will lose relative strength. The U.S.’s
balance of payments position and the inability in Washington to put together a serious
debt-reduction plan will make higher inflation of the dollar seem inevitable. In Europe,
even if greater fiscal consolidation is agreed upon and the euro survives the current crisis,
the continent’s long-term demographic trend is worrying. The world’s main reserve
currency should be a stable store of value and backed by institutional stability and
economic growth. Both the dollar and the euro became great precisely because of these
elements, but international confidence in their ability to continue upholding these
requirements is waning.
Where else is there to turn to? What may step up and fill the void left by a
declining dollar and euro? The next chapter will focus on a rising power, the People’s
Republic of China. For more than 30 years the country has demonstrated unprecedented
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growth levels and rising international prestige. Its balance of payments position is
unrivaled, and its military has enjoyed tremendous advances thanks to this financial
position. For Britain in the early 19th century and the U.S. one hundred years later, such
ingredients gave way to an empire and monetary hegemony. Might China and the
renminbi follow the same path?
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Chapter 5
The Chinese Renminbi
In 1979 a group within the Chinese Communist Party decided that drastic reform
was needed to improve the failing centrally planned economy that had been in place since
Maoists came to power 30 years earlier. The so-called Great Leap Forward put in place
during the late 1950s had been anything but, plunging the country into a period of
famine, stagnant living conditions, and of the most deadly mass killings in history. With
Mao Zedong’s death in 1976, the Party opened up to reforms targeted at the economy’s
vast inefficiencies. Deng Xiaoping emerged as the leader of a controversial new
nationalist way of thinking that called Marxism into question and sought to put the
country on par with other great powers (Gao, 2008).
The early stages of the reform were aimed at the flawed system of collectivized
agriculture. State-owned land plots were made private, with farmers able to enjoy more
of the fruits of their own labor. Agricultural production increased and hundreds of
millions saw their standards of living improve for the first time in decades (Brandt,
2008). Enterprises were allowed to sell surplus goods and services at market price to
avoid shortages, and private businesses gradually began to flourish. Special economic
zones characterized by free market principles were set up and opened to foreign
investment. Throughout the 1980s, the state’s grip loosened. The top-down approach to
managing the economy from Beijing gave way as provincial leaders were given more
freedom to come up with ideas to spur growth and development. Wealth was transferred
away from state enterprises and towards local industries. Though the Tiananmen Square
Protests caused a slow-down in the pace of reform as conservative leaders sought greater
political stability, economic liberalization would continue. In 1992 the Shanghai Stock
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Exchange was re-opened for the first time since the Communist Party came to power.
Following Xiaoping’s death, Jiang Zemin and Zhu Rongji continued the process of
reform by further decreasing the presence of state-owned enterprises, reducing stifling
regulations, and bringing China into the World Trade Organization in 2001.
Over the period 1978-2005, China’s economy grew at an astounding rate of 9.5%
a year, with GDP increasing ten-fold and average wages rising by six-fold (IMF, 2011c).
Regionally, China’s growth and import demand has played a major role in the
development of Southeast Asian economies, while on the global stage China has built up
a massive balance of payments surplus and foreign currency reserves worth more than $3
trillion. The backbone of such growth has, of course, been its export base. China is now
the world’s largest exporter and will likely soon eclipse the U.S. as the top manufacturer.
China is the world’s largest producer of agricultural products, steel, gold, and
automobiles. Cheap labor and lax regulations have drawn foreign direct investment from
major Western companies, creating urban jobs and raising China’s level of incoming FDI
near to that of the U.S. The vast currency reserves and highly-regulated banking sector
largely cushioned China from the global recession that began in 2008, and a huge
stimulus package was enacted swiftly to prevent any slowdown from a lack of global
demand.
In many ways, China today looks a lot like the U.S. did around 1900 and the
British economy in the early 19th century. In all three cases, balance of payments
positions were far into the black, budget surpluses were being used to develop militaries
(especially navies), and policies were pursued to internationalize the currency. The
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British and U.S. cases have been discussed in detail in previous chapters, so let us now
examine the current Chinese position and how it stacks up with history.
Balance of Payments
For the first 30 or so years after the Chinese Revolution in 1949, foreign trade did
not play a major role in China’s economy. Following the death of Mao Zedong,
Xiaoping’s reforms allowed more imports to alleviate critical shortages in food supplies
and other raw materials, and opening up the economy to FDI allowed China to use
foreign capital to rapidly modernize its society. The creation of special economic zones, a
more stable legal framework for upholding international agreements, and the abundant
and cheap Chinese labor pool attracted investors from around the world and quickly
transformed China from an agrarian society struggling to make ends meet into a vital
engine of global economic growth. China’s share of world trade increased precipitously.
From 1980 to 1999, the total value of China’s imports and exports grew at annual rates of
13% (World Bank, 2001). That growth has only increased in the 21st century. In 2004
China’s balance of payments began to increase from surplus levels at not more than $6
billion to a staggering $160 billion surplus in 2008, and in 2013 China became the
world’s largest trading nation, surpassing the United States (Trading Economics, 2012;
Bloomberg, 2013).
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Figure 3
Current account balances, U.S. and China ($ billion)

(Source: Moody’s Analytics)

Although China’s trade surplus has been reduced as a result of the recent financial
crisis, the world still pays it vast amounts of money. As of 2011, China’s current account
balance stood at $280.6 billion, more than $130 billion ahead of the next highest surplus
country, Germany. So what has China done with all of this money? Much of it has been
saved in foreign exchange reserves (now at more than $3 trillion), but the government has
not been tight-fisted. Following the historical pattern of ascending powers such as Britain
and the U.S., China has demonstrated impressive surplus spending, perhaps most notably
in the area of military capabilities.
Chinese Defense Spending
The People’s Liberation Army, comprising the ground, naval, strategic missile,
and air forces of China, is the world largest military force with more than 2 million active
members (International Institute for Strategic Studies, 2010). According to the official
state-published budget, defense spending was steady from 1989 to the mid-1990s, at
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approximately $5 billion a year, nowhere near the top of the world’s list of military
spenders. Beginning around 1996, however, the PLA began receiving larger portions of a
state budget that was expanding annually thanks to strong export growth and continual
surpluses. By 2002, China’s defense spending was at $20 billion a year, and today it is at
$140 billion, second in the world only to the U.S (Global Security, 2012). Figure 4 on the
following page illustrates this dramatic increase. Together, Figures 3 and 4 show nicely
the relationship between increases in the current account surplus and defense spending.
As you can see, both began to take off at about the same time, in the mid-2000s.
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Figure 4

Chinese defense spending

(Source: Global Security)

Much of the PLA’s rapid modernization since the mid-1990s has been focused on
its naval forces. The collapse of the Soviet Union alleviated Chinese worries over an
invasion across its northern border. The rising economic importance of its coastal cities
and shipping lanes, strategic interests in the South China Sea, and Taiwanese calls for
independence have instilled in Chinese leadership the need for stronger naval capabilities.
More underlying is the perception that naval power expresses global power and
confidence. There is perhaps no greater, more visible form of a state’s power than its
naval power. China’s first aircraft carrier, an ex-Soviet hull that was purchased from
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Ukraine and refit with modern technology, went to sea in August of 2011 (Gang, 2011).
Though it is a long way from being fully operational and at the level of U.S. carriers, it is
nonetheless an important symbol of China’s naval aspirations. In addition, China has
shown continual advances in submarine technology and stealth fighter jets, the design of
the world’s first anti-ship ballistic missile, and of course a nuclear arsenal containing at
least 300 warheads and possibly many more (Norris and Kristensen, 2006).
With China’s expanding economic might and strategic interests, it is only logical
that they expand their defense capabilities. The looming question is what will happen if
such an expansion comes into contact with the other naval power in the region, the
United States. What makes this dynamic particularly significant is the economic value of
the region in question. About 25% of world shipping moves through the South China Sea,
and so it is of great importance not only to the ten members of the Association of
Southeast Asian Nations (ASEAN), but to the entire world (Wu and Ren, 2003). The
global economy relies on freedom of the seas, and the United States military is largely the
one who ensures this. However, bogged down by wars in Iraq and Afghanistan the last
ten years, not much attention has been paid to Southeast Asia. Only recently has there
been a noticeable shift in the U.S. Department of Defense strategy towards the western
Pacific, a plan unveiled publically in January 2012 and met with fierce criticism by
Beijing (Agence France-Presse, 2012).
The smaller ASEAN countries will need to form an alliance with the United
States if they are to have any chance of successfully pushing back against a perceived
Chinese threat. America also has a strong political interest in the region, as China’s
steady rise has the potential to ignite long-held disputes over Taiwan and China’s human
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rights record. More broadly, a power shift – at least partially – from the U.S. to China
seems to be on the horizon, and Washington may see the South China Sea disputes as a
way to check China’s military ambitions without confrontation on a wider scale. As such,
the U.S. has recently made closer its military ties to the Philippines, Vietnam and
Singapore, not to mention its already well-established ties with Australia, South Korea,
Taiwan, and Japan (Orendain, 2012; Friedberg, 2012; Whitlock, 2012). Despite denials
from Washington, on a map the U.S. military presence in Southeast looks an awful lot
like an attempt to contain China.
By studying the history of great powers, it should come as no surprise then that
China is working towards a blue water navy and greater regional security. This is not
simply a response to immediate threats, but a long-term view of China’s future place in
the world. A powerful military will go a long way to boosting investor confidence in the
renminbi as a major global currency. Though the military capabilities of the PLA
presently remain far behind those of the U.S. military, it should be remembered that the
U.S. lagged behind Britain’s immense forces in the late 19th century. But within twenty
years, Britain was heavily indebted, confidence in the pound’s ability to hold value was
in question, and the U.S.’s favorable financial position had allowed it to spend more and
build up a superior military. The American empire, like that of Britain a century before,
then built itself up largely because of the dollar’s international standing. Should we
expect China to follow the same pattern?
Internationalization of the Renminbi
Following in the steps of Britain and the U.S., China’s ascendancy should be
comprised of a favorable balance of payments position relative to the current hegemon
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(the U.S.), increased defense spending (especially on its naval capabilities), and efforts to
internationalize its currency. Today, the first two elements are clearly present. Playing a
larger role in the international monetary system is China’s next major strategic objective.
Though this will require significant reforms to the present Chinese financial architecture,
policies from Beijing are already visible in an attempt to bring the renminbi into line with
China’s status as potentially the next great world power.
As has been pointed out by economists recently (Cooper, 2009; Helleiner and
Kirshner, 2009), the most fundamental barrier internationalization of the renminbi faces
is the underdevelopment of China’s financial markets. Currently the renminbi is not
easily convertible to other currencies for capital account transfers, and foreigners have
little to no access to Chinese securities. This means that large structural changes need to
be made to Chinese financial markets before the renminbi can be a contender for reserve
currency status. Indeed, because of these significant challenges, many economists see the
euro as the most likely candidate to overtake the dollar’s position as the world’s main
reserve currency. When looking at the current make-up of global reserves, this argument
seems logical. But given European demographic and growth concerns combined with
deep political challenges that are calling into question the survival of the common
currency bloc, investors will turn elsewhere in the long run. The depth and liquidity of
U.S. financial markets and the current lack of a legitimate alternative means that, for the
time being, the dollar will remain the anchor of international finance. But within the next
10 to 15 years, if the United States fails to seriously reign in its rising debt, the world will
lose confidence in the dollar and the Chinese will have internationalized their financial
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markets to the point where the renminbi will become a major global currency to turn
towards.
This statement is made with the full understanding of the challenges China faces,
but also with a belief that many economists underestimate the willingness and ability of
Chinese policymakers to quickly achieve state goals, even one as challenging as financial
market reform. Already the Chinese have taken significant steps toward liberalization by
tripling the amount of money foreign institutions can invest in its capital market,
experimenting with greater private investment and loan companies, and formulating plans
to break up the monopoly of the huge state-run banks (Anderlini, 2012). The renminbi is
also being tested in Hong Kong, the freest market in the world according to the Heritage
Foundation (2012), where HSBC has opened up renminbi accounts for residents. Success
in Hong Kong would be tremendous for the renminbi and could signal to the world that
wider usage is on the horizon.
As wages gradually rise, the Chinese economy will come to rely less on imports
and more on domestic demand, something which will be good for the entire world
economy. Rising consumer demand of more than one billion people is a powerful force,
and the high growth rates will thus likely continue even as the ratio of exports to GDP
falls. Beijing’s current five-year plan (2011-2015) emphasizes a shift away from simply
being the world’s assembly line of cheap goods. The plan seeks to correct rising
inequalities between coastal and inland China through wage raises, improve healthcare
and other social benefits, create more high-end manufacturing and service sectors,
continue to build high-speed rail, roads, and new airports, develop cleaner sources of
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energy, and take steps to establish Shanghai as a global financial center by 2020 (Xinhua,
2010).
China’s aim to increase the total transaction volume of financial markets in
Shanghai to $158.5 trillion by 2015 would more than double the city’s transaction
volume in 2010 (Xinhua, 2012). As the Shanghai Stock Exchange plays a greater role in
global finance, the Shanghai Interbank Offered Rate and the RMB central parity rate will,
according to the Party’s plan, become major benchmarks for foreign and domestic
renminbi asset pricing and transactions. Before this happens, however, more
opportunities need to be available for foreigners to invest in China’s financial sector. For
years manufacturing has been at the heart of the booming Chinese economy, largely due
to steady incoming FDI. If wages are to rise and the economy is to become less reliant on
exports for growth, the financial sector must open up to foreign investment. London in
the 19th century and New York in the 20th century became dominant in international
finance largely because of their openness and ease of doing business. Neither is present in
China today. Interest rates of Chinese banks operate within tight limits imposed by the
government, foreign banks are near invisible, and the corporate bond market is
characterized by rationed issuance. The Communist Party faces the classic challenge of
balancing stability with liberalization. Opening its domestic financial markets is
necessary for internationalizing the renminbi and taking on a greater role in global
finance. But the cost of such reform is less central control over capital movement and
credit distribution. More broadly, if financial markets are given more freedom, might
other areas of society expect the same loosening of control?
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The current system of tightly regulated interest rates allows Chinese banks to be
very profitable. Xiao Gang, the chairman of the Bank of China, estimated in 2010 that the
non-liberalized interest rate regime in China gave banks a net interest spread twice as
large as that for foreign currency loans in the international market (Gang, 2010). Though
this may be good for banks, especially the handful of monopolistic state-run banks, it
limits domestic consumer activity and business expansion, as well as retarding the
renminbi’s path to internationalization. Recognizing this, some in the Communist Party
have criticized the four largest banks (ICBC, Bank of China, China Construction Bank,
and Agricultural Bank of China) as being too powerful and unhealthy for the economy.
Premier Wen Jiabao made the bold statement in a national radio address in April 2010
that these banks need to be broken up and deep financial reforms should be made more
quickly (Barboza, 2012).
So far, such tough talk has in fact been backed up by action. In March of 2012,
Beijing announced that a pilot program was being set up in the coastal city of Wenzhou.
The project allows private citizens to buy shares of rural banks and credit companies,
establish venture capital activities, and invest directly overseas. This is an important step
towards greater financial liberalization, especially the allowance of direct foreign
investment. If the program succeeds and spreads, the large state-run banks would have to
compete with banks abroad by raising the unfairly low interest rates that are now offered
for deposits. This would greatly help the movement towards greater Chinese consumption
while simultaneously giving a boost to banks around the world.
Still, even if the Wenzhou project succeeds, the fundamental reform needed in
Chinese banking is the liberalization of interest rates. On June 8, 2012, banks were
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allowed to offer a 10% increased rate for depositors and a 20% decreased rate for
borrowers (Economist, 2012e). This measure was aimed to stimulate below-average
growth rates in the previous month, and it is an important step towards greater
liberalization. Hopefully the tight interest rate limits will not be imposed once again when
growth revives. If so, there could very well be mass capital flight out of the country as
investors look for more competitive returns. Strict control over lending may have
contributed greatly to China’s stability over the last decade, but for the renminbi to
succeed on the global stage more will have to be left up to the market. That is an
incredibly difficult thing for policymakers to let go of, but it is the most important
challenge facing the next step of Chinese growth.
Participation of foreign banks in China has also been extremely limited by the
state. According to the IMF, foreign financial companies hold less than 2% of assets in
Chinese banks, the lowest share among major emerging markets. By comparison, foreign
banks in most emerging markets control around 50% of bank assets. In the U.S., foreign
banks’ share is at 18% (IMF, 2012b). Many foreign banks are hesitant to get into the
Chinese market because of the stiff regulations that they must be willing to abide by. The
floor and ceiling on interest rates guarantees a profit, but the mandatory 75% loan-todeposit ratio and the slow-moving machine of state approval act as a restraint on lending.
HSBC and Citigroup are among the few that have established a moderately successful
chain of retail banking, but their presence should be much larger given the Chinese
population. Citigroup has more branches in Taiwan than in China, this despite the fact
that Taiwan’s population is 1% the size of China’s (Bloomberg, 2012). This is not only
hurting foreign financial institutions, but ordinary Chinese citizens as well. Opening up
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access to credit from banks around the world would spur more domestic consumption,
attract financial capital, and give markets greater reason to be confident about the
renminbi’s future in the international monetary system.
Another challenge that has prevented a larger renminbi role in global finance has
been the underdeveloped offshore market for renminbi-denominated bonds. Capital
controls in China have for several years allowed only a select few companies to obtain
financing from foreigners. Many companies have gotten around this rule by selling bonds
through special purpose vehicles offshore and then sending the money back home as
foreign direct investment. For bondholders, such an investment is fraught with risk.
Because they are essentially buying bonds through an intermediary shell company instead
of directly from the operating company in China, they have much less control and
security over the bonds. And because money from the bond sales is brought back to
China as FDI, it shows up on the company’s balance sheet as equity rather than debt. This
means that, should the company go bankrupt, onshore creditors will get compensated
before offshore bond-holders (Cookson, 2011). Furthermore, Chinese regulations dictate
that after receiving cash from an offshore bond sale, an onshore company can only send
money back to the investor through after-tax dividends, and these can only be paid out
when the company is making a profit. Otherwise, offshore payments to investors require
state approval. All of this means that investors take on a greater degree of risk when
investing in Chinese companies. The high growth rates and potential for more domestic
consumer activity is attractive, but the punishment is much more severe if the investment
turns out to be a bad decision.
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This can and should be fixed through a loosening of regulations. On the bright
side, that is exactly what Beijing has been doing lately. The recent introduction of
HSBC’s renminbi-denominated bonds on the London Stock Exchange represents an
important step. While these so-called “dim sum” bonds – previously only available in
Hong Kong – make up only a fraction of the international bond market, it is a vital signal
to the world that China is willing to de-regulate. So far the attempt has been a success,
with demand for dim sum bonds far outstripping their supply. Thus, investors are
signaling that China’s march towards greater free capital flow should continue. More
access to offshore capital would be a tremendous boost not only for global investors, but
also for consumers and small businesses in China.
The steady deregulation of capital controls, while occurring at a slower rate than
some investors may care for, is continuing at the Communist Party’s carefully-set pace
for the country’s economic shift from the world’s cheap labor pool to a financial
powerhouse. In June 2012, China lowered barriers to foreign ownership of domestic
stocks and bonds in one of the most significant moves to ease capital controls in decades
(Cookson, 2012). Chinese officials announced in 2011 that the renminbi would be fully
convertible by 2015, a necessary step towards reserve currency status. While this may
have been unthinkable some years ago, it is now well within reality. With the renminbi
trading successfully, first in the Hong Kong experiment and now in London, it is already
beginning. Brazil, Russia, India, China, and South Africa (the “BRICS” countries)
recently agreed to extend credit in local currency for trade and investment projects
(Kapadia, 2012). China, as the dominant economy in the group, is expected to provide
more renminbi to importers of Chinese goods, thereby boosting renminbi liquidity and its
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role in cross-border trade settlement. Representing more than 3 billion people and close
to a quarter of world GDP, the BRICS group can be a highly effective vehicle for the
renminbi’s expansion.
Within East Asia, the renminbi is fast becoming the dominant currency. One way
to measure a currency’s reserve status is to look at its degree of co-movement with other
currencies. Such co-movement may be a reflection of market forces and/or other
countries choosing to peg their currency to a single currency that is thought to be stable.
A recent study by Subramanian and Kessler (2012) set out to test the reserve currency
status of four currencies – the U.S. dollar, the euro, the Japanese yen, and the renminbi –
by measuring their co-movement against 52 emerging market economies. Through a
regression analysis of each of the four currencies’ co-movements are correlated with the
exchange rate movements of the 52 emerging market currencies. What the study found
was a striking movement in East Asia from the dollar to the renminbi since 2010.
Currently, seven out of the ten East Asian countries analyzed showed greater comovement with the renminbi than with the dollar. Thus, East Asia has effectively become
a renminbi bloc. For now, the dollar is still the dominant global reserve currency. But the
renminbi is quietly becoming a serious alternative, especially since 2010 in light of rising
U.S. debt and concern over possible dollar devaluation.
Certainly, the challenges facing renminbi internationalization are great. The
common thread is the need for liberalization. Loosening control over interest rates,
opening up the financial sector to foreign banks, and giving Chinese citizens and
businesses greater freedom to borrow from abroad are absolutely necessary for the
renminbi to achieve reserve currency status. Continuing progress is evident in exactly
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those areas. The Party has been clear in its intention to internationalize the renminbi, and
there is little reason to bet against this policy. China shares with the rest of the world a
great concern over the dollar’s future (probably greater because of the amount of dollars
they hold), and the groundwork is being laid for investors to have an alternative currency
to turn to in the face of rising U.S. debt and the inability of Washington to offer up any
solution. If the renminbi continues on the path towards a free floating exchange rate and
liberalization of capital flows continues, investors will have such an alternative. That is
no longer a very big “if”. Beijing is clearly serious about its commitment to a global
currency role. Greater use of the renminbi for trade settlement in Japan and the BRICS
countries would be a huge step towards gaining international trust. From there, making
the jump to reserve currency status may not be as far off as some economists think.
By 2030, or perhaps even sooner, China could be the world’s largest economy. It
is already the world’s largest exporter, holds the world’s largest share of foreign
exchange reserves, and has the largest balance of payments surplus. The U.S. was in the
same position during the 1920s. The result was investors turning away from a heavilyindebted Britain and heralding in the dollar as the world’s main reserve currency. Based
on that precedent, the renminbi should be next. In the long run, there are many positive
signs for continued growth, but also some concerns that need to be addressed.
Prospects for Long-term Chinese Growth: The Bull
Just as Britain and the U.S. used geography for economic advantage, so too will
China. It benefits from a long coastline, well-developed port cities (including the world’s
busiest container port, Shanghai), abundant arable land, vast mineral deposits in the west,
the world’s second-largest road network that is serving as the backbone for the
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development of inland areas, a river system conducive to the transport of goods to and
from the coast, and a wide range of tourist-drawing locations. The geography also
provides some natural defenses. The Himalayas make any invasion from India unlikely,
and rugged terrain also separates China and Russia. The shape of the Chinese coastline is
one potential weakness, as there are several vital chokepoints that could be embargoed
relatively easily by a superior navy. This makes the development of China’s anti-ship
defenses and naval forces all the more important.
The economic gap between China’s coastal cities and its inland area is significant.
Though the development of the last 30 years has seen money flow into cities like Beijing,
Shanghai, Guangzhou, and Shenzhen, much of the central part of the country remains
deep in poverty. Newly-constructed roads and railways will help deliver capital to this
area, but the main driver of development will be a move away from export-led growth
and more towards domestic consumption with higher wages and a stronger currency.
Further FDI in China needs to be funneled to these inland areas to support more balanced
growth. The Communist Party seems to realize the need for this and is responding
accordingly through projects like the Western Development Strategy and the Rise of
Central China Plan.
As wages continue to rise in China, imports will pour in. Soon to be the largest
consumer market in the world (it already is for many goods and services), the potential
for consumption-led growth in China is enormous. But manufacturing will continue to
play a large role in the country’s growth. A stronger renminbi will make it necessary to
move away from making cheap, low value-added goods and more towards high-end
production. Instead of serving as the cheap labor for companies like Apple and Microsoft,
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China needs to start creating their own Apples and Microsofts. Original ideas and a
respect for intellectual property rights will need to drive the economy. The rise of
Chinese auto exports offers an encouraging example. From 2002 to 2007, China’s auto
parts exports increased more than six-fold, with most going to the U.S., Europe, and
Japan (Bradsher, 2007). The Beijing and Shanghai Auto Shows, once seen simply as a
showcase for foreign companies to sell their newest concepts to the burgeoning Chinese
elite, are now seeing a rise in domestic brands. BYD Auto, Chang’an, and Dongfeng
were some of the Chinese stars at the 2012 show in Beijing (CNBC, 2012).
Becoming a high-value exporter and a world leader in technological development
was a stated goal in China’s current five-year plan. This is smart economics. While the
Chinese economy has grown rapidly since 1979 on the back of foreign companies’
investment into low-value manufacturing, the time has come for China to take the next
step of development. In the global supply chain, firms at the top (the designers of
components) enjoy large profit margins, as do those at the bottom (those who market the
finished product). Too many Chinese companies are stuck in the middle, such as
Foxconn, the manufacturing giant most famous for assembling Apple products. More
Chinese companies are needed at the top and bottom of the supply chain, and less in the
middle.
One area in which China is pushing to increase its domestic production is in
aerospace manufacturing. While long an assembling point for companies such as Airbus,
China is now investing huge amounts of money in parts manufacturers, materials
producers, leasing businesses, cargo airlines, and airport operators. In December of 2012,
Chinese investors bought the International Lease Finance Corporation, the world’s
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second owner of largest passenger jets (Sasseen, 2013). On the military side, leadership at
the Party Congress has publically announced its intention to pursue greater
manufacturing in long-range missiles and other aerospace programs in order to
modernize its air power capabilities. By getting into aircraft manufacturing on the scale
that it plans, China is joining a select few nations and showing a determination to change
its image as the world’s assembly line.
Certainly, the human capital pool is there for this evolution to take place. The
educational system in China is another bright spot in the country’s economic future,
driven by Confucian values and a strong commitment to continual improvement. From
1995 to 2005, the number of Chinese citizens with undergraduate and doctoral degrees
increased five-fold (Chinese Ministry of Education, 2005). And Britain’s Royal Society
reported last year that China was on pace to overtake the U.S. in published scientific
research by 2013 (Shukman, 2011).
Future growth in China’s education is expected to continue well into the future,
having a striking effect on the world’s labor market. Though close to 35% of Chinese
citizens today have no more than a primary education, it has been predicted that within
the next two decades China will be the world’s largest supplier of college-educated
workers to the labor market (McKinsey Global Institute, 2012). The government recently
launched a $250 billion-per-year investment in its human capital, aiming to make higher
education the norm rather than the exception only reserved for well-connected elite
(Bradsher, 2013). Given that numerous studies have found the quality of education to be
positively correlated to economic growth (Barro, 2001; Jorgenson and Fraumeni, 1992),
it is logical to conclude that continued improvement and expansion of China’s excellent
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educational system will only be beneficial for long-term growth, particularly as the
economy shifts towards the production of high-value goods, financial services, and
technological research and development.
The political system in China is unmatched in its ability to set a goal and maintain
the direction needed to achieve that goal. The economic reforms set in motion in 1979 are
testament to this discipline. Achievements like the preparations for the 2008 Olympics in
Beijing, massive infrastructure investments, policies to attract FDI, and disciplined
monetary policies have been successful in furthering growth while preventing
overheating. The five-year plans are largely unencumbered from interest groups, voters,
and international pressure. The Communist Party is thus able to focus with precision on
meeting its stated goals, regardless of the cost. Though some may argue that democracy’s
greater transparency makes it better suited to be the issuer of the world’s reserve
currency, what it actually comes down to is investors’ confidence in the issuer’s growth,
the ability of the currency to hold value, and its liquidity. As discussed, China must
liberalize its economy in order for the renminbi to achieve reserve currency status. But it
is doubtful that political liberalization is necessary as well. In fact, the last 30 years of
economic performance may suggest that the order and stability offered by the Chinese
system is needed for a well-managed currency. Liberal it is certainly not, but for longterm growth as well as being the anchor of the international monetary system, perhaps a
Confucian sense of order and discipline is more important.
Prospects for Long-term Chinese Growth: The Bear
Though there are clearly several reasons to be optimistic about future Chinese
growth, there are also some concerns. One of the most basic challenges is, oddly enough,
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demographics. It may seem strange to say that about the world’s most populous country.
But when one takes a closer look at China’s long-term demographic trend, it is obvious
that it faces a significant problem. China is expected to age by 13.8 years by 2050,
compared to the U.S., which will age just 3.6 years (Hewitt, 2004). The elderly are
currently growing at a rate five times that of the entire population, and soon the structure
of Chinese society will be that of a “4-2-1 family”: four grandparents, two parents, and
one child. This greying puts China in a unique situation. The need to invest more in
pensions and healthcare will require sustained (and possibly even faster) economic
growth, but economic growth will be more difficult to sustain with a decreasing amount
of young workers. The situation is similar to that of Europe today, but a key difference is
the income level. While most of the European countries experiencing population ageing
are already rich in terms of income level, China is not. No society has ever grown old
before it has grown rich. But that is exactly the situation China may soon face, which will
place even more pressure on state-funded assistance programs (Saich, 2009).
Another worrying demographic trend is the ratio of men to women in China. The
2000 census showed that the overall ratio was 106.74 men for every 100 women,
resulting in 41.27 million more men than women. At birth, the ratio is much higher, at
119.92 men for every 100 women (Zhang, 2003). This suggests that over the next few
decades the sex imbalance will be furthered. By 2020 there will be tens of millions of
bachelors in China. This will have significant social and economic effects. Without the
traditional family structure, households will find it more difficult to care for the elderly,
placing further responsibility on the state. Dowry, which is still a source of wealth for
many rural Chinese families, will decrease. Prostitution and the trade of women could
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rise, along with the spread of sexually transmitted diseases. And men will flock to
crowded urban areas in search of a bride, straining already-overcrowded megalopolises
and requiring the need for more infrastructure spending than what may be available.
Both the ageing of China’s population and the sex ratio problem can largely be
blamed on state policies. The one-child limitation, introduced in 1978, has been reported
to have prevented some 400 million births as of 2011 (National Population and Family
Planning Commission, 2011). While most countries at China’s income level have birth
rates well above the replacement level and thus do not face a serious long-term ageing
crisis, the one-child policy creates the dangerous grey-before-rich problem. Intended to
reduce pressure on the economy, the one-child policy will, in the long run, have the
opposite effect. Thankfully, Chinese policymakers are showing a willingness to change.
In 2011, officials reviewed the policy and announced that greater considerations would
be made for families to be allowed a second child (Kumar, 2011). While this is certainly
good for the economy and human rights, the sex imbalance of the current generation will
undoubtedly have a negative effect on future economic potential.
Besides loosening the birth restrictions, another policy that needs to be addressed
in China is the abysmally inefficient household registration system for migrant workers
and their families. Known as hukou, the system counts the children of migrants as rural
even if they were born in the city where their parents moved to. Once classified as a rural
migrant, children are barred from attending certain schools (often the better schools) and
are much less likely to be accepted to a university (Economist, 2012f). Many end up with
minimum-wage careers in factories instead of being allowed access to the better life that
their parents dreamed of giving them. The hukou system is not only wrong from an
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ethical standpoint, but it hurts future economic development. China’s transition from a
factory economy to a world leader in technology and high-value production is dependent
on a highly-educated work force. Limiting the labor pool based on birth-right rather than
merit is foolish. While greater investment should be continued to improve education and
quality of life for the rural population, urbanization needs to be embraced as a valuable
source of growth.
A major concern about China’s future is the stability of Communist Party rule.
While there have been relatively few serious challenges to the power center, particularly
as the economy has grown at high rates, the looming question is how much longer this
stability can continue. As the economy opens up, can we expect society to remain quietly
ruled by a select, widely corrupt few? One could argue that the firm control of the
Communist Party has greatly contributed to the economic growth of the country by
sticking to the five-year plans without the “distractions” present in a democracy.1 But
studies have shown that rapid economic growth increases social expectations and almost
always gives way to political liberalization. Specifically, it has been found that when a
country (excluding big oil producers) surpasses $6,000 in per capita income, its chances
of successfully maintaining democratic institutions are almost guaranteed (Przeworski
and Limongi, 1997). However, other studies have found the story to be more
complicated, and that the relationship is more correlative than causal (Acemoglu et. al,
2008). So far, China seems to be an exception to the “wealth brings democracy” theory,
possibly for two reasons. First, Chinese FDI liberalization took place before the

1

This is true to a large extent, though I would argue that the strength of the Chinese economy has more
to do with its firm commitment to Confucian rather than communist principles. China is, for all intents and
purposes, a “communist” nation in name only.
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development of a private sector. And second, FDI has been the main source of external
capital. These two factors have combined to weaken civil society while strengthening the
state’s role (Gallagher, 2002).
While strong economic performance has surely played a role in mollifying
Chinese citizens’ feelings towards the Communist Party, it is obvious that China’s
economy cannot continue to grow at its current rate indefinitely. When growth slows,
either naturally or because of Chinese policies or global economic circumstances, how
will the Chinese respond? Will they be “awakened” and realize the need for political
revolution? It may seem highly unlikely that China will experience anything like the
Arab Spring revolts, but that assumes that its stability is propped up by more than rising
wages. When the curtain of economic growth reveals society’s true foundations, what
will we see? That question will only be answered when it happens, but the uncertainty is
enough to keep some investors wary. The issuer of the world’s main reserve currency
must be politically stable. The perceived stability of British and American political and
legal institutions was just as much a reason for their financial ascendancy as economic
strength. In fact, if investors cared only about pure economic health, the dollar would
likely not be the world’s main reserve currency today. Perhaps more than anything, the
stability of social, political, and economic institutions matters. Given that history has not
been kind to single-party states, this will continue to be a major concern.
If China continues to maintain the status quo, the current level of corruption and
inequality will not be tolerated when economic growth slows. Conflict will be the
inevitable result, and investors will be scared away. It is therefore vital that the
Communist Party be proactive and adopt democratic reforms in a gradual but visible
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manner. Though a democratic China may not post the GDP growth numbers of today’s
China, the growth would be more inclusive, reducing income inequality, corruption, and
environmental damage (Huang, 2013). Before China’s economic growth slows, wages
rise, and the economy opens up, the Communist Party would be wise to begin
establishing a political environment that allows for stronger NGOs, a more independent
media to expose corruption, and more transparency in the highest levels of government.
Not only would such reforms minimize the risk of social unrest, but it would be
beneficial to the economy as a whole. More people could share in the country’s
development, and democracies are much better at providing public services (Lake and
Baum, 2001).
The final question concerning China’s future growth is how much longer it can
maintain such a large balance of payments surplus. Economists at Nomura Securities
recently published a report in which they concluded that within three years China’s
massive accumulation of international reserves will cease and decreasing net capital
inflows will result in a balance of payments deficit (Rapoza, 2012). The report forecasts
China’s export growth to be 11.6% in 2012 and 11% for each year over the 2013-2015
period. But import growth is forecasted to be 14.2% in 2012 and 14% for each year over
the 2013-2015 period. Given these predictions, China’s trade balance would be -0.4% of
GDP by 2015.
Although China’s trade position relative to America remains quite large and is
consequently the source of much China-bashing in Washington, its current account
surplus with the rest of the world is narrowing. In 2011, China’s current account balance
shrank to $201 billion (2.8% of GDP). Though still quite large as a percentage of GDP, in
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monetary terms this was smaller than Germany’s surplus (Economist, 2012g). One reason
for this narrowing has been the appreciation of the renminbi. Although American
policymakers continue to deride China for its currency manipulation (and it is certainly
still being manipulated), the inflation-adjusted exchange rate of the renminbi has
increased by 40% since the peg to the dollar was abandoned in 2005 (Leonhardt, 2012).
Also, the price of China’s imports has risen faster the price of its exports, due in large
part to the general increase in the price of oil. (Which, ironically, is due in large part to
increasing Chinese demand for oil.)
China will be able to sustain its large trade surplus only if it can sustain its
investment rate and low consumption level. This is unlikely. The Communist Party’s
current five-year plan clearly states that one of its goals is to promote domestic
consumption over investment and exports, and to close the income gap by raising wages
and improving the social safety net. (APCO Worldwide, 2010.) This reflects a concern in
Beijing, shared by many renowned Western economists (Krugman, 2011a; Rogoff, 2012)
that China’s over-reliance on investment puts the economy at risk of overheating and
developing a dangerous property bubble. So far, China’s savings rate has remained higher
than its investment rate, alleviating worries of overinvestment. But given the Communist
Party’s plan for more consumption-driven growth, investment projects will have to be
slowed. It remains to be seen how the Chinese economy will handle this transition.
Summary
The shift from British to American power beginning the 1920s was unique in that
it did not come as a result of war between the two nations. This is extremely rare in world
history. Consider some other major power transitions: the fall of the Soviet Union, a loss
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of German and Japanese power as a result of World War II, The German-French balance
of power shift after the Franco-Prussian War, British ascendancy relative to Europe as a
result of the Napoleonic Wars, Imperial Russia’s increasing might after winning the
Great Northern War (concurrent with declining Swedish power), the Austrians’ defeat of
the Turks in 1687, etc. The tally of power transitions as a result of war is much longer
than that of peaceful transitions. What made the British-American transition peaceful?
One element was cultural and linguistic commonality. Although once bitter enemies, by
the 20th century Britain and America enjoyed a strong degree of mutual respect and
shared values that would form the basis for their “special relationship” forged during the
World Wars. Also, it helped that after World War II a common enemy, the Soviet Union,
was greater than any differences between the U.S. and Britain. From a monetary
standpoint, the pound’s end as the world’s main reserve currency was inevitable even
after the First World War. Debt loads were too great, and there was a more attractive
alternative in the dollar. By the time World War II ended, Britain’s financial position
made it incapable of competing with the U.S. militarily. The two countries’ shared
histories, values, and strategic interests necessitated an alliance, and Britain conceded
monetary hegemony without a fight.
Might we expect the same peaceful transition in the future between the U.S. and
China? Certainly, the cultural and linguistic differences are vast. Furthermore, the two
powers frequently disagree on geostrategic matters. China is not a member of NATO, it is
not a free democracy or upholder of human rights in the eyes of the U.S., and its
relationship with countries such as North Korea, Iran, and Sudan is friendlier than the
U.S. cares for. Likewise, U.S. foreign policy is a recurrent irritation to Beijing. Weapons
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sales to Taiwan, support for Tibet and high-level meets with the Dalai Lama, and
perceived U.S. containment of China in the South China Sea all seem to make military
confrontation likely. Continued build-up of the People’s Liberation Army and a renewed
U.S. focus on the western Pacific further fuels speculation that conflict is on the horizon.
But despite these conditions, the rise of Chinese power in the international
monetary system at the expense of the dollar will be peaceful for three reasons. First,
both the U.S. and China realize the enormous effects that conflict between them would
have on the global economy. The world’s two largest economies going to war with each
other would have disastrous consequences for everyone. Second, China’s desire to play a
greater role in international finance does not mean it desires to play a greater militaristic
role in international affairs. Unlike the U.S. and other Western powers, China has never
adopted a policy of spreading universalist values. Throughout its more than 2,000-year
history it has remained quite inward-looking, showing very little interest in imperialist
exploits even when it led the world in nautical technology centuries before the age of
European colonization. As Henry Kissinger, the pioneering U.S. diplomat to China
during the Cold War, has remarked:
For China’s classical sages, the world could never be conquered; wise rulers could
hope only to harmonize with its trends. There was no New World to populate, no
redemption awaiting mankind on distant shores. The promised land was China, and the
Chinese were already there. The blessings of the Middle Kingdom’s culture might
theoretically be extended, by China’s superior example, to the foreigners on the empire’s
periphery. But there was no glory to be found in venturing across the seas to convert
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“heathens” to Chinese ways; the customs of the Celestial Dynasty were plainly beyond the
attainment of the far barbarians (Kissinger, 2011).
There is no reason to think that China today has changed this approach. The
responsibility of being the world’s dominant military power is more costly than China
desires. As its economic interests expand, it makes sense for it to develop sufficient
means to defend those interests, but it has neither the ability nor the aspiration to threaten
the U.S. militarily. Like any country, China requires national and regional security. China
is quite content to let the U.S. be the world’s policeman, so long as it does not interfere in
what China deems to be its national domain, namely Tibet, Taiwan, and a handful of
island chains in the South China Sea. The U.S. should realize that China does not intend
to be an expansionist power. Its increases in defense spending are simply a natural
response to what it feels – and justifiably so – is U.S. encirclement. Planned Chinese
ports in South Asia are meant to open and expand markets for their goods and services,
not to strategically surround India. Washington should do everything in its power to
discourage a Taiwanese declaration of independence and a peaceful negotiation over the
disputed South China Sea islands. Joint U.S.-China military exercises and improved
relations among the top brass would go a long way towards dispelling the myth of a
future war.
Finally, the rise of China in the international economy is unlikely to draw
American aggression because, quite simply, there is no real external enemy for the U.S.
to fight. If the U.S. were to attack China, it would probably win. But at the end of the
day, investors would still be worried about the dollar’s future. No amount of firepower
can stop market forces, and that is ultimately what the U.S. faces. A war with China, even
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a victorious war, would only add to the debt and investors’ concern over dollar
devaluation. In order to prevent a loss of international economic power, the U.S. doesn’t
need to set its sights on China. Rather, it should focus on fixing its own financial
problems.
Internationalizing the renminbi and eventually achieving reserve currency status
would allow China to move away from such a heavy dependence on exports by
increasing the exchange rate, making exports more expensive, and encouraging growth
based on domestic consumer activity. Not only would such a shift improve the lives of
Chinese citizens, but it would go a long way towards the needed re-balancing of the
world economy discussed in Chapter 3. China is following the right policies of financial
market development and liberalization, even if it is at a slower pace than some would like
to see. Though there are obvious concerns about China’s future economic performance,
most of the challenges faced are surmountable. The one-child policy and household
registration system are two areas where reform is needed and would be welcomed by
most Chinese. Unfortunately, there is not much that can be done to reverse the
demographic effects that the one-child policy has already created. More spending on
healthcare and pensions over the next several decades is unavoidable. But the relaxing of
family planning would at least brighten the country’s long-term demographic trend and
allow for the growth that is needed to support increased social spending.
The one question mark the Communist Party cannot control for is, ironically
enough, its own future stability. No one knows for sure whether or not more than one
billion people will continue to be peacefully ruled without being given a voice. Since the
reforms of Deng Xiaoping in 1979, the economic boom – as well as swift military
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suppression – has served to quell any public discontent. Slowing economic growth and
rising wages may give citizens motivation to question the Communist Party rule,
particularly with the internet and social media outlets making censorship more difficult.
On the other hand, citizens may see the Communist Party as needed to keep China on the
path of discipline and focus that has raised its living standards and international prestige
over the past decades. Depending on one’s perspective, the Chinese political system can
be seen as either incredibly stable or bound to collapse. The best strategy Chinese leaders
can follow is a combination of controlled political and economic reforms, including the
strengthening of NGOs, a more independent media, greater government transparency, a
loosening of domestic capital controls to make allocation more efficient, and a shift to a
free floating renminbi.
The Party has, at least, shown a willingness to appease public discontent. This
year officials in the central city of Shifang canceled plans for a new copper-alloy plant
after protests over the environmental and health effects. In Hong Kong, the office of
Chief Executive will be decided by direct elections beginning in 2017. Granted, Hong
Kong is largely a separate country in the eyes of many Chinese and has historically
enjoyed more freedoms, even since coming under the PRC’s control in 1997. But the
democratic gesture invites serious speculation as to whether mainlanders will demand a
similar change. The Party needs to keep an ear to the ground and not fight the calls for
greater openness.
The 2012 National Congress ushered in Xi Jinping as the Communist Party’s next
General Secretary, succeeding Hu Jintao. Xi’s background provides reason to expect
further reform of financial markets and the continued path towards renminbi
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internationalization. He was the provincial leader in Fujian and Zhejiang, two provinces
known for their dynamic private sector, as well as party chief in the financial capital of
Shanghai. Xi’s high level visit to the U.S. in February of 2012 suggests that strengthening
commercial and political ties with Washington will remain an important priority for the
Communist Party. Though concerns about an overheating domestic economy will
certainly take precedence, it seems that China’s vision for more global responsibility is
sharpening.
In one of his first speeches after taking over as the Premier of the State Council
(head of government in China), Li Keqiang pressed the need for social and economic
reform (China News Service, 2012). Li outlined goals for continued development,
including increasing domestic consumption and opening up financial markets. Premier Li
has a strong record, as he oversaw the expansion of renminbi-denominated asset markets
and has spoken at length on the topic of financial reform at events such as the World
Economic Forum. The Xi-Li administration seems focused and prepared to meet the
challenges facing renminbi internationalization.
China’s trade surplus will surely narrow in the coming years. Though it has been
shown that a strong balance of payments position was crucial in making the pound and
the dollar attractive to investors, the shift in reserve currencies had more to do with the
perceived prospects for stability and growth. Britain in the early 1800s was seen as a
healthy, vibrant economy, and especially attractive given the state of Europe following
the Napoleonic Wars. The U.S. benefited from the same perception as the British
economy struggled during the 1920s and then with the devastating effects of World War
II. Both the British and American surpluses were mostly the product of global economic

123

conditions at the time. In other words, the high surpluses did not in themselves attract
investors to the pound and the dollar insomuch as the political and economic uncertainty
in other countries. Investors had to put their money somewhere, and they ultimately
chose the pound and the dollar because of the political, economic, and legal stability of
Britain and the U.S. relative to the rest of the world, the protection offered by the
currencies, and the prospects for long-term growth.
For China today the situation is similar. Even though their balance of payments
surplus will most likely shrink over the next few years, the trade deficit and debt level
will be nothing like that of the U.S. Investors know that China’s huge surplus is the result
of years of cheap labor and low consumption, and that those days are coming to an end.
But investors will also remain confident that the Communist Party’s planned transition to
a more balanced growth model, dependent on both domestic consumption and high-value
exports, is more sustainable for strong long-term performance. With the world’s largest
market, a well-educated workforce, continued growth in manufacturing and financial
services, disciplined policymaking, and, perhaps most important, a loss of confidence in
the dollar, the renminbi will continue its rise towards global reserve currency status and
the power that comes with it.
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Chapter 6
Effects on U.S. Policy
So far the issue of reserve currency status has been examined in regard to
historical lessons, the dollar’s current predicament, and possible future alternatives. The
benefits of issuing the world’s main reserve currency have been discussed at length, but
what does it mean for a country to lose reserve currency status? How does such a
transition affect that country’s domestic and international policymaking? If the dollar
loses its relative position as the world’s main reserve currency, the impacts on U.S.
policymaking will be enormous. A failure of the U.S. to seriously reign in its debt will
result in the renminbi emerging to take the dollar’s place (or at least rival it in the
medium term), and U.S. debt would become more like the debt of “ordinary” countries.
With the dollar no longer enjoying the privilege of limitless demand, the U.S.’s
macroeconomic policies would be subject to much more scrutiny by international
financial markets. Higher interest rates would have to be paid by the U.S. government for
borrowed money as the bond market begins to question both the solvency of America and
the continued need for holding dollars with a more secure alternative currency in the
renminbi. Those higher interest rates would in turn force Washington to cut budgets and
increase revenue to shore up global confidence in the dollar. Put broadly, a move away
from the dollar as the world’s main reserve currency would decrease U.S. power, forcing
it to downsize its capabilities abroad and its consumption at home. This chapter will
delve into the policy effects in a more detailed manner, seeking to explain just what
exactly can be expected and how the U.S. – and the world – will be changed by the end
of the dollar standard.
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First, it is necessary to understand how important it is for the U.S. government to
be able to borrow at low rates. Forty-three percent of the U.S. budget for the fiscal year
2012 is paid for with borrowed money (de Rugy, 2011). Figure 5 shows the U.S.
government’s level of borrowing for the period 1980-2011.
Figure 5
U.S. federal borrowing per dollar, 1980-2011

(Source: U.S. Office of Management and Budget. Graph produced by Veronique de Rugy, George Mason University.)

As seen from the graph, borrowing increased sharply after September 11,
reflecting the beginning of the War on Terror and post-9/11 monetary stimulus measures.
Borrowing dropped as the economy improved, but the crisis of 2008 resulted in another
borrowing surge to finance the Troubled Asset Relief Program (TARP), the bailout of the
financial system, and to make up for the loss of tax revenue resulting from higher
unemployment. Going back further, one can see the brief budget surplus during the later
years of the Clinton administration and the high level of borrowing needed to finance the
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increases in defense spending during the Reagan administration. What is important to
note is not which political party has contributed most to the deficit (both parties are
guilty), but that the U.S. was able to borrow this money with incredible ease. The
international bond markets have largely been a U.S. government slush fund since the end
of World War II, able to be tapped without raising concern over the long-term debt level.
Since the 9/11 terrorist attacks, a decade when U.S. debt has been at its highest level ever,
yields on U.S. Treasury bonds have never been higher than 5%. Even in the aftermath of
the worst financial crisis since the Great Depression (brought on by irresponsible U.S.
lending), yields dropped to lows not seen since World War II. Investors’ skepticism about
the eurozone has only further pushed down the cost of U.S. borrowing, and Washington
has certainly taken advantage of this privilege.
The credit line, however, is not indefinite. As China continues to develop its
financial markets and move towards a fully convertible renminbi, foreign investors will
turn away from such heavy reliance on the dollar. America’s importance in the
international monetary system will decrease as dollar holdings are diversified. The
spending spree in Washington will be up and the credit card bill will be due. All of this
could very well happen within the next ten to fifteen years. International investors, along
with everyday Americans, are growing impatient with the political bickering that is
putting the nation’s creditworthiness at risk. This is already being seen in the
diversification of major dollar holders’ reserves to include more gold and other
currencies. With decreasing international confidence in the dollar will come lower
demand for holding the dollar in reserves, further lowering of the U.S.’s credit score, and
subsequently higher interest rates on U.S. Treasury securities. The dollar would no longer
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be the oil in the engine of global commerce. U.S. debt would become like that of any
other country. And the debt load is so enormous that the U.S. government would have
little choice but to enter into at least a partial default, thereby setting off an unprecedented
worldwide economic catastrophe.
Such would be the immediate fallout. Eventually, the world economy would start
to pick back up, led by Chinese demand. Financial markets would stabilize, with the
renminbi, the dollar, and the euro sharing more equal roles. The U.S. would be forced to
embark on a combination of drastic spending cuts and tax hikes in order to restore its
credit rating and strengthen the dollar. Cuts in defense and intelligence funding could
entail national security risks. Entitlement programs would have to be radically reined in
or slashed altogether, the hundreds of billions of dollars in agricultural subsidies would
become unaffordable, and basic government services – mail delivery, education,
sanitation, etc. – would be threatened. A precipitous drop in the dollar’s value would
cause living standards to stagnate, as Americans would no longer be able to consume
imports – most importantly oil – at the current level.
The pricing of commodities away from the dollar will bring serious consequences
for the U.S. as well. There have been recent talks among top oil producing countries in
the Persian Gulf about a plan to stop pricing oil in dollars and start using a currency
basket by 2018. Meetings held between finance ministers from Saudi Arabia, China,
Russia, Japan, and Brazil have been aimed at more stable long-term oil prices, a signal of
waning confidence in the dollar’s ability to hold value (Fisk, 2009). Seeing that the
renminbi will be fully convertible by then, it is logical that the renminbi would hold a
majority portion of the new pricing basket, if not having oil priced in renminbis
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altogether. This would significantly weaken the U.S.’s ability to influence the price of oil
with its monetary policy. If the major oil-producing Gulf countries dropped their peg to
the dollar (which would presumably happen if oil is no longer priced in dollars), they
would no longer face pressure to continue buying U.S. Treasury securities to prop up
their own currencies. The resulting drop in demand for the dollar would further push up
U.S. interest rates and inflation.
The shift away from the dollar will not just affect Americans either. U.S. Treasury
bonds and other dollar-denominated assets would plunge in value. Foreign aid, of which
the U.S. is the largest donor, would dry up. Economies over-reliant on exports to the U.S.
would suffer tremendously. While higher oil prices would slow down the economies of
industrialized countries, poorer countries would be hit the hardest, where higher food
prices would threaten lives. The U.S. military presence around the world would shrink.
Without American naval power providing freedom of the seas, there could very well be
hostilities in contested areas such as the South China Sea and other crucial lanes for oil
and commercial shipping. There would be extraordinary security costs for countries
reliant on U.S. guarantees, such as Israel, Afghanistan, South Korea, and Taiwan. The
U.S. is by far the largest contributor to NATO, and it is doubtful that other members
would be either willing or able to pick up the slack in spending. Institutions such as the
UN, the International Monetary Fund, and the World Bank would all be drastically
weakened by the inevitable decrease in U.S. funding. Such a scenario may seem overly
dramatic, but when one considers the amount of borrowing the U.S. relies on to finance
its budget (and many global organizations), the gaping hold that would be left by forced
spending cuts becomes clear.
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The Federal Reserve would have to step in and buy up bonds to shore up the
dollar and prevent interest rates from rising. But even the Fed is limited by its holdings of
foreign currencies, which would have to be used to buy dollars. Considering the amount
of bonds that would have to be purchased, it is doubtful that the Fed owns enough foreign
currency to stop the bleeding. As such, central banks around the world would have to step
in to prevent a run on the dollar. Whether or not they would see such an intervention as a
smart investment is questionable. True, they would want to maintain the monetary
system’s stability in order to protect their own economies, but an alternative currency
such as the renminbi may be a better option to turn to. In the end, central banks may
decide that they cannot afford to maintain such a reliance on the dollar in the face of such
large debt and declining investor confidence in the U.S.’s creditworthiness.
From a diplomatic perspective, a relative decline in the dollar’s importance would
weaken one of U.S.’s most potent weapons, the threat of market exclusion. Countries
such as Iran, Sudan, Somalia, Syria, and others have been placed under U.S. sanctions,
meaning they cannot make dollar transactions, do business with American companies,
and, in some cases, any country or business that does business with sanctioned countries
faces the risk of market exclusion as well. Recently, reputable financial institutions like
Standard Charter, UniBank, and HSBC have been investigated for doing business with
countries under U.S. sanctions. With the threat of being excluded from the largest market
in the world, these banks have been quick to reach a settlement with the U.S. Treasury
Department. Any transaction involving dollars, in theory, falls under the purview of U.S.
law. And because the dollar is so ubiquitous in international business, this means that the
U.S. retains an enormous level of global power. If the dollar were to lose its presence in
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transactions, the threat of being excluded from U.S. financial markets would suddenly not
be as menacing.
Certain lessons can be drawn from the case of the British pound. One of the most
salient is debt management. British public debt exceeded 250% of GDP after World War
II, by the mid-1970s it had come down to below 50% (Krugman, 2011b). This was
accomplished partly through inflation, but also with tax hikes. By 1974 the tax rate on the
highest income earners was 83%. Three sources provide the most government revenue
for Britain: income taxes, National Insurance Contributions, and a value-added tax.
Britain currently receives close to 15% more revenue as a percentage of GDP than the
United States (Heritage Foundation, 2012). Improving the highly-inefficient and
complicated U.S. tax code would go a long way towards tackling the debt problem. The
political will for this to come to fruition, however, is at the moment highly doubtful. If
taxes are not increased until financial markets demand them, they will have to be deeper
and will make recovery much more arduous.
On the bright side, some comforting evidence can be drawn from Britain as well.
Despite the pound losing its status as the world’s main reserve currency nearly 75 years
ago, it remains the third most held reserve currency in the world and the fourth most
traded. London is still a major world financial center, U.K. defense spending is the
fourth-highest in the world, British living standards remain high, and the country remains
very influential in foreign affairs. Clearly, then, it is not the loss of reserve currency
status that automatically pushes a country into oblivion. It does, however, take away the
limitless credit card. Checks cannot simply be written and forgotten about. It is how a
country adjusts to this tightening that determines their future well-being. Britain has
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managed the decline of the pound quite well, despite some tumultuous periods. The U.S.
would be wise to take note.
In the long-run it may even be preferable for the U.S. to not be the issuer of the
world’s foremost currency. Foreign demand and acquisition of dollars has forced the
United States to run deficits in order to maintain the global flow of liquidity. What has
resulted from decades of this macroeconomic pattern is a huge global imbalance, where
the dollar is the “debtor of last resort” while the rest of the world enjoys account
surpluses and piles up reserves from which to stimulate their economies. Thus, a move
away from the dollar in international finance would probably put the brakes on the Asian
growth model and reduce the pressure on the U.S. to maintain a current account deficit.
Global trade volumes may decline for a short while, but eventually, some say, it would
reduce long-term costs for the U.S. and dangerous global imbalances (Pettis, 2011). A
reserve currency system consisting more equally of the dollar, the renminbi, the euro, the
pound, and the yen would be far more sustainable.
Furthermore, keep in mind that the dollar is not going to totally disappear from
financial markets. No matter how large its debt level may be, the U.S. economy is so
large and the dollar is so entrenched in global finance that even as the renminbi rises, the
dollar will not shrink in reserve holdings the way the British pound did. More likely, over
the next couple of decades there will be a gradual re-balancing of reserve holdings. The
current composition of global reserves, of which approximately 60% is dollars, will
diversify into more renminbis, euros (pending the outcome of the current European
crisis), and dollars. The pound, yen, and gold will also continue to play a part, though it is
doubtful that the IMF’s special drawing rights will become more prominent. The point
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here is that the dollar will see a significant drop in global demand, which will necessitate
equally significant U.S. spending cuts. Just how large a portion of global reserves the
dollar is able to maintain depends on responsible decision-making in Washington. The
longer the U.S. puts off debt reduction, the worse it will be for everyone.
London today is still a major financial center, showing that the loss of reserve
currency status does not detract from the elements that make a city attractive for global
finance - namely, stable political institutions, the protection of property rights, low
transaction costs, and a high degree of transparency. New York and Chicago will thus
continue to be major financial centers even if the dollar loses status as the world’s main
reserve currency. The rise of Shanghai will certainly make global financial capital more
widely spread, but it will take many years before the relative importance of U.S. financial
centers is challenged.
As discussed in Chapter 3, the U.S. could use political and economic pressure to
try and convince countries to maintain large dollar holdings. But it is unlikely that such a
strategy would be viable in the long-run. States are rational actors and will not continue
holding dollars in reserve if they are concerned about its future value, no matter what
kind of economic and political pressure Washington puts on them. Market forces would
eventually win out. Furthermore, it is doubtful that U.S. policymakers would be willing
to pay the price of maintaining a negotiated currency. In 1999 and 2000 there was a
debate about promoting formal dollarization abroad through U.S. promises to share
seignorage or lender-of-last-resort support with countries who would agree to adopt the
dollar. Ultimately, though, policymakers concluded that the costs would be too high, and
the idea was scrapped (Helleiner, 2003; Cohen, 2006). This suggests that the U.S. may be
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unwilling to defend the dollar the way the British defended the pound following World
War II. Faced with the costs of artificially maintaining the dollar’s dominance,
policymakers may even see the benefit of negotiating a reduction in the dollar’s global
role (Kirshner, 2009).
Another benefit of the world moving away from the dollar would be increased
competitiveness for U.S. exporters. With a very strong manufacturing base (something
that is often lost in the globalization conversation), U.S. companies have huge potential
for growth in markets such as China. A more balanced dollar-renminbi exchange rate
would be healthy for the U.S., China, and the rest of the world. However, these benefits
are in the long-term. To get to that point, the U.S. will have to go through a painful
adjustment period. Fiscal tightening will be forced upon both the government and the
American people, and the longer the country remains in denial of this fact the more
painful the medicine will be. By accepting the changes that are coming now and planning
accordingly, the benefits of a less dollar-centric system can be enjoyed and the negative
consequences can be minimized.
The Way Forward
The U.S. can manage the relative decline of the dollar in a way that is healthy for
both the domestic and global economy. The next chapter will outline a plan for the U.S.
in greater detail, but the key is to begin the process now by balancing debt-reduction with
investments aimed at long-term growth. The frightening scenarios described in this
chapter will certainly come to fruition if the U.S. does not get serious about its debt.
Recognition from Washington that the world is no longer dollar-centric and that debtreduction is necessary for future prosperity is needed. The fate of the dollar ultimately
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lies not in the hands of the Chinese or the European Union. It lies in how the United
States adjusts its economic policies to this changing world. Improving the foundations of
the U.S. economy by making smart investments, simplifying the tax code, and cutting
wasteful spending will ensure that even if the dollar loses some share of international
reserves to the euro or the renminbi, America will continue to thrive. Of course the
dollar’s loss of relative power will have huge effects on U.S. policy. No longer will
defense spending be exponentially higher than all other countries. No longer will reforms
to the incredibly inefficient healthcare and Social Security programs be able to be put off
to the next generation. Countries like China will have to accept more responsibility with
their rising economic might by abiding by World Trade Organization rules and stepping
up their contributions to institutions such as the UN. NATO risks a significant
weakening. Perhaps a wider intergovernmental military alliance is needed, one that
includes China and the U.S. working together with the common motive of economic
stability and the defense of human rights.
The U.S. has several strengths that will help prevent a loss of influence in the
world economy. A recent UN report measured countries’ “inclusive wealth” in an attempt
to offer an alternative to GDP, which is essentially a measurement of productivity rather
than wealth (United Nations, 2012). Inclusive wealth includes a country’s manufactured
capital (infrastructure, machinery, etc.), human capital (the population’s education and
skill level), and natural capital (land and natural resources). The U.S. topped the list, with
more than double the overall inclusive wealth of the second-place country, Japan.
America’s vibrant demographic profile (which is unique among rich countries), strong
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manufacturing base, advantageous geography, the majority of the world’s top-ranked
universities, and stable political and legal institutions all give reason for optimism.
The long-term outlook for the U.S. economy indeed remains bright, but only if
politicians commit to getting the financial house in order, remaining open to the
immigration that has made the country great, and embracing a more balanced financial
system as a vehicle for more balanced growth. The period of unlimited credit is coming
to an end. But there is no reason why the U.S. should not continue to flourish as it has for
nearly two and a half centuries, as a place of freedom, opportunity, and leadership in
world affairs. That – rather than a monetary system of uneven costs and benefits – should
be the goal the U.S. seeks.
Significant spending cuts can be made without seriously affecting future
economic growth or the living standards of ordinary Americans. The current consumption
level is unsustainable, but much of that is waste. Everything from inefficient automobiles,
buildings in need of retrofitting, and unnecessary packaging material can and should be
fixed. At the government level, the forced spending cuts can be used to build a more
efficient social safety net, a smaller, leaner, and more mobile military with practical
weapons to deal with 21st century threats, and infrastructure projects that create jobs and
growth. While the end of American monetary hegemony will mean smaller budgets, it
will also force the adoption of smarter, more balanced budgets.
Policies will need to be better targeted and resources better utilized. That is an
outcome that would benefit Americans today and create a path for a prosperous, secure,
and sustainable future. The dollar rose to prominence just like the pound before it, and
the world’s next major reserve currency will one day pass the torch to another rising
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power. What is important is how a country manages its currency’s relative decline in the
international monetary system, implementing policies that ensure continued growth. The
next few years will be the crucial window for the U.S.’s response. Healthy policy options
are available for now, but it will take much greater political will and cooperation. The
alternative is to wait until investors lose confidence in the dollar’s future. And by then it
will be too late to avoid economic calamity.
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Chapter 7
Conclusion
This paper has discussed the concept of having a reserve currency in the global
economy to provide liquidity and lower the cost of transactions, denominate and pay off
debt, and influence exchange rates. For a reserve currency to be effective it must be a
reliable store of value and highly liquid. Stable political, economic, and legal institutions
are absolutely necessary to bolster investor confidence in a reserve currency. This paper
has also shown how reserve currency status grants enormous power to the issuer. It can
use interest rates with great effect to correct trade imbalances and influence global capital
flows, and large budget deficits can be maintained due to constant international demand
for its currency. This allows for abnormal levels of spending on things like defense,
social programs, and economic stimulus measures.
Through a historical comparative analysis, the case of the British pound was
discussed and lessons were identified which the U.S. could learn from as the dollar’s
status is being threatened. By the end of the Napoleonic Wars, Britain had emerged as the
healthiest economy in Europe by using the continental conflicts to their advantage. They
were the principle creditor during the wars and enjoyed a huge current account surplus as
a result. With most of Europe in tatters, Britain used its profits to invest in a blue-water
navy, support industrial technology that would lead a revolution, and build up a capital
city that would sit atop the financial world. The pound became the world’s main reserve
currency, unrivaled in its liquidity and stability. Britain used this unique privilege to
influence capital flows via interest rates and create a network of trade relationships that
spanned the Empire. Gradually, though, other nations caught up to Britain’s industrial
know-how, namely Germany and the United States. The trade balance dipped into the
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negative as manufacturing advantages were gained offshore. The World Wars and the
Great Depression added to British deficits and a loss of confidence in the pound’s ability
to withstand devaluation. Ultimately, however, it was not just debt but rather economic
policies aimed at debt-reduction at the expense of growth that served to hasten the move
away from the pound.
The U.S. dollar followed roughly a similar historical path, rising out the ashes of
the World Wars to become the center of international finance. Just like Britain 130 years
before, war and lucky geography had left the U.S. in an extremely favorable balance of
payment position. It used this to build up the world’s new dominant military, financial
center, and reserve currency. Since the creation of Bretton Woods, the dollar has been the
anchor of the international monetary system, surviving recessions and calls for its end
largely because of the sheer size of the U.S. economy and its unrivaled financial market
liquidity. Even as the debt levels have risen to unprecedented heights and financial
crashes have called into question the very nature of free market capitalism, investors have
continued to view the dollar as a safe haven.
It is clear, though, that this confidence is waning. Large foreign currency holders
have begun to diversify their reserves in fear of loose U.S. monetary policies and dollar
devaluation in order to lessen its debt. For decades many economists have been steadfast
in arguing that the dollar, despite rising U.S. debt, was not going anywhere because of the
simple fact that there has been no other serious alternative currency to turn to. The euro
experiment seemed to succeed and was discussed as the dollar’s replacement. But now
there are rising questions as to whether to political will exists in Europe for greater fiscal
integration. Capital is fleeing to the dollar and pushing down U.S. Treasury yields to
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record-lows. The current eurozone crisis, combined with the long-term demographic
challenge facing the continent, raises doubt about the euro’s future role in international
finance. The IMF’s Special Drawing Rights, while attractive because of their
diversification, are simply not practical and it is highly doubtful that states will be
supportive of their greater role anytime in the near future.
The Chinese renminbi is becoming a major reserve currency. Economists have
been quick to point out the drastic reforms that would be needed to internationalize the
renminbi, but many have underestimated Beijing’s willingness and capacity to make
reforms quickly. Already there have been significant efforts to liberalize China’s
financial markets. Foreigners are being allowed to invest more in the country, Chinese
citizens are being given greater ability to invest abroad, banks’ interest rate restrictions
are being loosened, and plans for Shanghai to be a global financial capital and the
renminbi to be fully convertible are underway. Certainly, challenges still exist in China.
Interest rates must be fully liberalized, the country should open up more to foreign banks,
and the bond market is in need of greater development. But the Chinese leadership
realizes these challenges and is working steadily to correct them. The pace of reform is
carefully planned, to the angst of many investors, but it is steady and effective. The
current Five-Year Plan sets the country on a path of rising wages, a shift to more highvalue manufacturing, an improved social safety net, and the establishment of Shanghai as
an international financial center by 2020. Based on China’s performance since reforms in
1979, there is no reason to doubt the Communist Party’s ability to achieve the goals it
sets.
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Demographic challenges are present in China, something that a relaxation of the
one-child policy could do a lot to alleviate. Other concerns include the inefficient migrant
registration system, the Communist Party’s future stability, and the sustainability of the
huge trade surpluses. Political uncertainty is the largest question mark. Either continued
prosperity or an economic downturn carries the possibility of igniting protest over the
single-party system. On the other hand, people may see the Party as necessary to keep the
country on a disciplined path to future development and success. Ultimately though, this
paper argues that gradual democratic reforms are needed to ensure greater income
equality, reduced corruption, more efficient delivery of public services, and social
stability. As wages rise, the balance of trade will certainly be reduced. But an economic
model relying more on domestic demand and high-value manufacturing is ultimately a
more sustainable growth strategy and will be beneficial in the global rebalancing of
supply and demand that is much needed.
As the Chinese economy enters into the next stage of development, the renminbi
will rise to become a major part of an international monetary system. Unless Washington
can get over its hyperpartisan divide and put forth a serious debt-reduction plan without
endangering growth, investors will increasingly turn towards the renminbi within the next
ten to fifteen years. Without making the tough decisions now to prepare for more
diversified global reserves, the economic consequences for the U.S. will bring greater
damage. Using the privilege of issuing the world’s main reserve currency, the U.S. has
racked up astronomical debt figures. Questions about its creditworthiness are justified.
The world will soon run out of patience with America and the dollar. Greater
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diversification of global reserve currencies is fast approaching, which will have serious
consequences for the future of U.S. power.
A 5-Point Prescription for the U.S.
1) Debt Reduction
A debt-reduction plan that includes both tax increases and spending cuts is the
most important step for the U.S. to restore confidence in the dollar. The U.S. currently
places 62nd on a list of countries by tax revenue as a % of GDP (Heritage Foundation,
2012). With debt levels as high as they are, that ranking is unacceptable. Basic economics
is founded on the psychological principle that incentives are important and effective.
Taxes provide a system of incentives and disincentives that push people in a certain
direction. The key for a government is to enact strategic tax reform, meaning raising
taxes only on things you want to reduce and lowering taxes on areas where more activity
is needed.
For the U.S., taxes should be raised on consumption and pollution and reduced
on savings and investment. Likewise, a value added tax (VAT) of between 5 and 10%, as
well as a carbon tax for factories and inefficient automobiles, are two such strategic tax
increases. The current reliance on income tax in America is highly ineffective given the
low savings rates. Taxing consumption and creating greater incentive to save is a much
better option. Most fundamentally yet most importantly, a huge revenue increase could
come without raising nominal rates, but simply by fixing the current tax laws. The 2011
U.S. tax code was more than 72,000 pages long, riddled with special interest provisions
and loopholes for the top one % of earners. As a result, most tax benefits are designed as
deductions (hence, benefiting those with large liabilities) rather than actual refunds which
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would help lower income citizens (Morgan, 2013). The Earned Income Tax Credit and
the Child Tax Credit are exceptions but should be the rule for tax benefits. Many of the
largest tax breaks, such as the home mortgage interest deduction and the charitable
contribution deduction, benefit those who take out large mortgages and give substantial
amounts to charity. With such a tax code, it is no surprise that U.S. inequality has been on
the rise over the last several decades (U.S. Census Bureau, 2001; Shaprio, 2005; Stiglitz,
2012). Creating a fairer, simpler system would be good for the nation’s economic growth,
long-term finances, and democracy.
When policymakers discuss spending cuts, no area should be “off the table.”
Defense, Medicare/Medicaid, and Social Security are the largest federal expenditures and
should thus be focused on the most. Tough questions need to be put to the Defense
Department. Why was $60 billion lost to waste in fraud in Iraq and Afghanistan,
according to the Commission on Wartime Contracting (Lardner, 2011)? Why are
weapons systems such as the F-35 fighter jet, new nuclear submarines, and a class of
planned aircraft carriers costing billions more than originally estimated, and are these
investments really necessary? Having a capable military strengthens economic stability
and should continue to be a high priority, but the Pentagon must be required to sacrifice
just like everyone else. Furthermore, cutting the waste in military spending would save
hundreds of billions without sacrificing the safety or effectiveness of the men and women
in uniform. A smaller, smarter, more mobile, and less wasteful military is needed to
maintain America’s power in the 21st century.
The same waste-reduction strategy should be applied to Medicare/Medicaid and
Social Security as well. While the U.S. spends more than any other country on healthcare,
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the actual health of Americans does not reflect this. A sick patient in the U.S. will see
many specialists (who do not communicate with each other), have a handful of expensive
and over-lapping tests done, and will likely be under an insurance plan that does not
cover preventative care. According to Healthcare Analytics, in 2009 the U.S. wasted
between $650 and $800 billion in healthcare spending (Economist, 2011). The Patient
Protection and Affordable Care Act that became law in 2010 sets out provisions to deal
with much of this waste, including greater coverage for preventative care, but ultimately
it is up to doctors and insurance companies to eliminate waste. The government should
continue to work towards providing incentives for healthcare providers to see fewer
patients rather than more. Likewise, an effective healthcare system should give incentives
to patients to seek out preventive care. Education and research into more cost-effective
treatment options need to be pushed.
Finally, drastic reform of Social Security is necessary. Current projections have
the Trust Fund being depleted by 2038 (Congressional Budget Office, 2011). The longer
reform is put off, the more costly it will be – not just for the elderly but for the entire
economy. The subsidized prescription drug plan passed under the Bush administration is
popular, but without drastic tax increases it is financially unsustainable. One thing that
should be discussed is the age at which citizens are able to begin receiving Social
Security benefits, which has been 62 since the Social Security Act was signed in 1935.
But in 1935, the average life expectancy in the U.S. was 61.7 (National Center for Health
Statistics, 2011). Today the average life expectancy in America is nearly 79 years, so it is
reasonable to expect that a citizen could enjoy Social Security benefits for twenty years
or more. Many people today are able to work in their 60s and 70s and rely very little on
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their Social Security benefits, living mostly off savings and retirement pensions. This
should be considered as a more sustainable Social Security program is created.
The recent “fiscal cliff” deal passed by Congress on January 1, 2013 does not go
nearly far enough. The meat of this deal was the extension of Bush-era tax cuts for the
middle class and the raising of income tax rates for the wealthiest 1% of Americans. This
is more of a symbolic political win for the Obama administration than an effective debtreduction strategy. Ultimately, all Americans will have to pay more taxes. Allowing the
Bush-era tax cuts to expire for everyone, along with the Alternative Minimum Tax,
would increase revenue by nearly $500 billion (Chinn and Frieden, 2011). Further,
consumption tax would be far more effective – and much more difficult to evade – than
the current income tax, which remains too complex and unfair. But a deal on tax-code
simplification seems highly unlikely given the current state of Washington. Most
importantly, a compromise on the bigger issue of government spending could not
overcome partisan differences even in the face of a fiscal emergency. An agreement on
reducing the largest sources of spending – healthcare, defense, and Social Security –
remains to be seen.
2) Investment
While a plan for long-term debt reduction is needed, policymakers must be
careful to not threaten growth in the process. The case of Great Britain following World
War I shows the dangers inherent in making debt-reduction a priority over economic
growth. By sticking to tight fiscal and monetary policies, the pound became overvalued,
exports could not compete, and the British economy stagnated. The focus should be on
the overall debt level, and not on the annual deficit. Of course, it is the accumulation of
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annual deficits that created the overall debt, but now is not the time for sharp austerity.
Rather, the debt-reduction should be steady and gradual. Investors want to see a serious
debt-reduction plan put forward, but they care about economic growth first and foremost.
The current eurozone crisis provides further testament to the danger of an austerity-overgrowth strategy. This is why a balanced budget amendment is a bad idea. Likewise, the
so-called “debt-ceiling” should be abolished, as it is nothing more than a weapon used by
conservatives to force spending cuts while putting the credibility of the U.S. government
at risk and doing nothing for fiscal responsibility. The debt problem has been created
over many years. It is a long-term problem and requires a long-term solution. A single
budget cannot and should not be aimed at solving the debt problem. While surpluses
should be strived for, there are going to be periods where necessary stimulus measures
will inevitably create a budget deficit. The government’s capabilities to stimulate the
economy should not be legally handcuffed.
Thus, spending need not be slashed as much as it should be re-directed. Wasteful
spending should be put more towards projects that will create jobs and generate
productive activity that benefits society. For example, why not create a more efficient
healthcare system and use the hundreds of billions of dollars in savings to retrofit homes
and buildings, repair aging roads, bridges, ports, and inland waterways, and fund job
training programs for the unemployed? The current tax code is filled with disincentives
for the capital-intensive and industrial sectors to invest in the U.S. More incentives
should be created for businesses to invest in the U.S. rather than offshore. Tax breaks for
businesses investing in American technology and capital should be enacted. Revenue
generated from a simpler tax code, a value added tax, a lower corporate tax, and the
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expiration of tax cuts for the rich should be used to fund things like the research and
development of alternative energy sources and more fuel-efficient vehicles, education
improvement (particularly the expansion of charter schools in poorer areas), and
sustainable Social Security. Such targeted investment will create jobs and restore the
confidence in America that is desperately needed.
Foreign investors should be welcomed to the U.S. as well. In particular, the
investment imbalance between the U.S. and China needs to be addressed. Washington
must work closer with Beijing to determine what areas in the U.S. are open to Chinese
investors, while also making it clear that the penalties for inappropriate activity such as
espionage and intellectual property rights violations will be met with damaging
consequences. Japan provides an example of the mutual benefits that arise from healthy
bilateral investments. China is a huge market that American companies should take
advantage of. Chinese companies should be seen as vehicles of job creation and massive
capital injection into the U.S. economy. Not only would this provide American jobs and
allow for investment projects in the U.S. without the need for taxpayer money, but it
would benefit China by protecting their immense dollar assets while offering a greater
rate of return than U.S. Treasury securities.
Finally, Washington should provide the necessary funding to states and cities for
investment projects, but it should then step back and let local policymakers direct the
specific flow of capital. There are some projects which only the federal government has
the capacity to fund. Ultimately, though, it is private investment that is most productive.
Washington does not have a good track record at stimulating local economies. This is
understandable. Without being on the ground and realizing first-hand the needed
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improvements, it is difficult to provide money in the most efficient manner possible.
Local officials and businesses are in the best position to judge this. Washington’s main
responsibility is to build a tax structure that provides incentives for more U.S. production
and private investment.
3) Commitment to a Floating Exchange Rate
Although devaluing the dollar is tempting in order to support exports and reduce
the nation’s debt load, the Federal Reserve should remain committed to a floating
exchange rate. As the case of the British pound shows, when investors lose confidence in
a reserve currency’s ability to hold value it no longer serves its purpose. For the dollar to
remain respectable in the international monetary system it must maintain its role as a
reliable store of value. The recent moves by large dollar holders such as China, Russia,
and Japan to diversify their reserves reflects the worry that loose U.S. monetary policies
put the dollar at risk of higher inflation. In the short-term it may be necessary for the Fed
to follow a loose monetary policy (though perhaps “quantitative easing” sounds better) in
order to boost consumer spending and business activity. But as the economy recovers the
Fed will need to tightly monitor the dollar supply. Echoing the thoughts of former
Federal Reserve Chairman Paul Volcker, the Fed’s worst failures have come not from
loosening monetary policy too much during recessions, but from waiting too long to
tighten it during expansions (Silber, 2012). As the issuer of the “nth” currency in the
international monetary system, the U.S. should not be relied upon to inject liquidity into
the global economy. If anything, the Fed should be a last resort.
A weaker dollar may help U.S. manufacturers for a little while. However, it
would inflict lasting damage to the dollar’s reputation as a reliable reserve currency. A
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market-oriented monetary policy would attract continued investment in the dollar,
especially in the near future given growing skepticism over the eurozone. Even as the
renminbi rises as an alternative reserve currency, the dollar’s ubiquity and the sheer size
of the U.S. economy would keep investors drawn to the dollar. Following a policy of
dollar devaluation to increase export competiveness and reduce the debt load would be a
failed and destructive attempt to avoid tackling the elephant in the room: debt reduction
and an improved balance of payments position.
4) More Production, Less Consumption
The U.S. remains the world’s largest manufacturer, but there are many areas for
improvement in making more products in America and selling them abroad. Obviously,
less domestic consumption will free up more inventory for exporting. The evolution
taking place in China will help as well. Rising wages and consumer demand, along with
an appreciating renminbi, will create a huge market for U.S. exports and lessen the cost
of production gap between the U.S. and China. It is predicted that by 2015, it will be only
10 % cheaper for companies to manufacturer in China than in the U.S. (Sirkin, 2012).
Add in transportation costs and political uncertainties, and many U.S. companies are
already starting to bring their Chinese manufacturing back home. At the same time, the
U.S. labor market needs to become more flexible, adopting something akin to the German
model of leaner manufacturing practices, total quality management, a renewed focus on
vocational training and apprenticeships for unemployed youth, and a subsidized program
of reduced working hours instead of mass layoffs during an economic downturn.
To create jobs in wealth producing sectors of the economy such as manufacturing,
policies must be aimed at a perceived improvement in the business climate. Obviously,
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not all manufacturing can be brought back, and nor should it. American wages in lowskilled jobs will never be competitive with developing countries. But with reasonable tax
rates, reliable infrastructure, a highly-skilled workforce, and efficient supply chains, there
is much room for growth in manufacturing and exports. Economic incentives to attract
and retain equity and debt capital will result in job creation and increased productivity
(Spahr, 2012). The U.S. corporate tax rate, which is the second-highest in the
industrialized world, should be lowered to around 24% (a federal rate of 17% plus a 7%
state income tax rate), which would increase competitiveness by allowing U.S.
companies to attract more capital. Regulations that reduce capital formation without
significant benefits to society should be repealed.
Is it reasonable to expect both a net export increase without dollar devaluation?
Absolutely. These policies are both practical and necessary for the dollar to continue its
dominant position in the international monetary system. The key is that there is enough
room for productivity improvements in manufacturing to maintain a relatively strong
dollar while simultaneously boosting exports. The U.S. must not resort to currency
manipulation or other protectionist measures to improve export competitiveness. This
would only hasten the decline of the dollar’s global role. A commitment from
Washington to honor its free trade agreements and maintain the value of the dollar would
fortify investor confidence in the U.S. economy as a mature, safe, and business-friendly
place to do business. When combined with a reduction in waste, investments aimed at
bolstering the U.S.’s high-value technological edge, and renewed consumer demand in
markets like China, there is no reason why the U.S. balance of payments should not make
its way towards the black for the first time in decades.
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The U.S.’s current account is wildly out of balance and continues to add to annual
deficits. As noted in Chapter 3, the last time the U.S. posted a trade surplus was 1975. Its
persistent deficits are not so much the result of a loss of manufacturing, but rather the
rapid rise in consumption of imports. The rise of cheap labor markets open to FDI in
Southeast Asia certainly have contributed, but this is not the entire reason. As much as
Americans and their elected leaders like to bash China for luring away American
manufacturing jobs, the trade imbalance is more due to the U.S.’s insatiable consumption
patterns. True, the U.S. does use a lot of energy and resources to produce a large portion
of the world’s goods and services, but much of this energy consumption ends up being
waste. In some sense, this is good news. It means that there is room for a dramatic
reduction in consumption which does not have to affect the majority of Americans’
standard of living.
Reducing consumption in an economically healthy manner depends on
developing cleaner energy sources and, most importantly, smarter decision-making on the
part of the consumer. The necessary rebalancing of the global economy will require more
balanced personal consumption. The government has an important part to play by
implementing carbon and value added taxes, by providing funds and tax breaks for the
retrofitting of buildings and the research and development of renewable energy, as well
setting standards for more fuel-efficient automobiles. But ultimately, any lasting change
will come from the local and individual level. Grocery stores, for example, should
commit to less packaging material and should encourage shoppers to use renewable bags.
Citizens should embrace the environmental and financial benefits of smarter
consumption. Buying less bottled water, retrofitting homes to make them more energy-
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efficient, doing laundry in cold water, turning off electronic equipment when not in use,
walking/biking for short trips, using compact fluorescent light bulbs, and recycling are
some simple steps that can be taken to reduce consumption and build wealth without
significantly affecting one’s lifestyle.
The U.S.’s largest import, of course, is oil. The potential for more domesticallyproduced energy has grown in leaps and bounds given the recent discoveries of off-shore
oil and natural gas. Hydraulic fracturing (or “fracking”), wherein gas trapped within shale
rock is released, may transform the market for natural gas over the next few decades.
Huge reserves of shale gas have been discovered all across the U.S., so much so that the
U.S. Energy Information Administration predicted in a recent report that America will be
a net exporter of liquefied natural gas by 2016, a net exporter of overall natural gas by
2021, and a net pipeline exporter by 2025 (EIA, 2012). Unlike in Europe, natural gas in
the U.S. is traded freely and prices are lowered through greater competition.
Consequently, natural gas in the U.S. is much cheaper than elsewhere in the world, and it
is also a cleaner source of fuel than oil or coal. Rising demand for natural gas is big
markets like China, Japan, and South Korea represents a huge opportunity for the U.S. to
boost its trade balance. While still focusing on the development of renewable energy
sources such as wind and solar, the U.S. should take advantage of its vast gas deposits in
the medium-term to reduce dependence on imported energy.
5) Immigration
The U.S. is a country built by the hands of immigrants. Since its creation it has
been a destination for millions dreaming of a new life. It has been a place where people
from all over the world have come to escape persecution and economic misfortune, or
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simply in search of a new challenge. Today, more than 40% of the Fortune 500
companies were founded by immigrants or their children (Partnership for a New
American Economy, 2011). There is a certain Darwinian characteristic about immigration
that can make it good for any country. Given an even playing field, only the smartest,
hardest-working, and most resilient will be successful. Of course a bit of luck is involved
as well, but hopefully those success stories will pass on to their children the same values,
and that is how a new country is built to thrive in the intensely competitive international
marketplace.
At the core of all the economic success that the U.S. enjoys today is immigration.
Nearly every American family can trace their origins back to an immigrant. Somewhere
along the way, though, many Americans forgot this fact. They started taking for granted
their ways of life. They started seeing immigrants as threats instead of opportunities,
forgetting that their own relatives had not long ago been foreigners to America. The
result has been an immigration process composed of layers of expensive and frustrating
bureaucracy, making it difficult for even the brightest individuals seeking American
citizenship. Illegal immigration is undoubtedly a serious problem that deserves attention.
But it should not impede the path to citizenship for those who are skilled and educated.
Those are exactly the kind of people the U.S. needs for a prosperous future. Likewise,
children brought into this country illegally should not be forced to pay for their parents’
mistakes, especially if they are law-abiding, productive members of society. The U.S. is
one of the rare rich countries whose population continues to increase. Unlike Europe, a
future demographic crisis does not loom, and this is overwhelmingly the result of
immigration. Xenophobic laws in Europe will only serve to limit long-term economic
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growth. The U.S. must keep its doors open to those wanting the very same life, liberty,
and the pursuit of happiness that our forefathers sought.
America is an imperfect nation, but it is the most perfect nation for those who
wish to build with their bare hands, to find peace in the midst of chaos, to argue, to agree,
to love, to cry, and to turn their life into whatever they want while changing it whenever
they want. Its union of diverse people and acceptance of new ideas is undoubtedly its
greatest strength, and its leaders should never forget this.
-----------The five recommendations presented here will draw criticism from both
Republicans and Democrats. “Taxes” and “investment” are profane words these days
among many conservatives, and the idea of changing entitlement programs is
unacceptable to many on the left. Members from both parties may chide at the idea of
remaining committed to free trade, seeking instead to slap punitive tariffs on Chinese
goods and use monetary policies to prop up U.S. exporters. Immigration hard-liners
remain obsessed with deported illegals, oblivious to the fact that the American economy
is suffering largely from its citizens’ over-consumption and under-production.
This paper is not aimed at serving a particular ideology. It is instead an attempt to
illustrate the power of a reserve currency, and thus the real cost of America losing that
status. Furthermore, it prescribes a pragmatic approach to solving America’s debt, its
most serious economic and national security threat. A debt-reduction plan reliant on only
tax increases will be disastrous, as will a plan that includes only spending cuts. Like so
many things, the truth is somewhere in between, a compromise that has so far proved
elusive in a Congress increasingly out of touch with everyday Americans. A strategy of
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tax reform, targeted spending cuts, and productive investments is needed to ensure that
the debt is gradually paid off while the economy continues to grow. Manufacturing needs
to be improved and consumption needs to be reduced. Importing German labor practices
and implementing a value added tax will surely bring up a scare of “European socialism”,
but America would still enjoy a de-regulated service sector and its highly conducive
environment for ingenuity and entrepreneurialism. These are policies aimed at boosting
exports and cutting consumption. The U.S. will never be a welfare state, and neither
should it strive to be. But that doesn’t mean it shouldn’t learn from policies that work,
tailoring them to the specific needs and desires of the country.
Though economists underestimate it, the continued rise of China is inevitable.
Following a disciplined economic approach for the last few decades, they have built up
an enormous balance of payments surplus, a capable military, and will soon be the issuer
of a major international reserve currency. The ongoing liberalization of Chinese financial
markets will result in greater liquidity of the renminbi and thus a further erosion of the
network externality effect that has protected the dollar for the last several decades.
Like the transition from the pound to the dollar in the 1920s, a move away from
the dollar reflects investor concern about U.S. debt levels and the dollar’s future value.
Instead of fighting this change in the international monetary system through
protectionism and belligerency towards China, the U.S. should embrace the
diversification of foreign currency reserves as a good thing for the world. The current
monetary system of unbalanced costs and benefits is unsustainable. A new financial
architecture is needed. For too long the U.S. has been both the lender and consumer of
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last resort. A shift to more consumer demand in China and less consumption in America
will be mutually beneficial.
Foreign currency reserves are becoming more diversified, reflecting the shift
towards a more multi-polar system. U.S. budgets and the dollar’s influence will
undoubtedly be reduced as a result. But the American economy can remain strong and the
dollar can continue to be a major world currency if the right policies are undertaken
today. The future of the dollar remains, for a short while longer at least, in the hands of
U.S. policymakers. Debt reduction, investments for growth, a responsible monetary
policy, more balanced trade, and a commitment to open immigration will ultimately
require political discipline and compromise. But action is needed now. The markets are
growing uncomfortable.
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